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PREFACE 


We are on the eve of a penpd of great activity in' the 
capital market Memories are short, the 1927-28 
boom IS all but forgotten How much have we learned 
smce then ? Is the commg boom to be a repetition of 
the last one, with all its misdirected effort and stupid 
wastefulness ? 

This book deals with the nerve centie of the capital 
market — the guarantee provided by underwritmg 
The scandals of 1927-28 resulted from the partial 
collapse of the guarantee obhgation of the Issumg 
House Unless underwritmg is brought out from its 
secret place, and its meanmg and importance made 
clear to the man m the street, it can safely be predicted 
that many of the worst characteristics of 1927-28 wdl 
soon repeat themselves 

I have had to devote considerable attention to the 
legal side of underwriting — a task approached with 
diffidence by •one who is not a lawyer Fortunately, 
Mr Walter Smith, whose knowledge of company law 
and practice, I need hardly say, is unnvaUed in the 
City, has been good enough to read the proofs I take 
this opportumty of expressing my gratitude to him for 
his shrewd and helpful criticism 

I would lemind Mr James Kershaw of a talk we had 
some years ago, wheh he brought home to me, by 
examples from his large experience, the stages m the 
deterioration of the provisions of Mam Underwritmg 
Agreements after 1920 

I acknowledge the kmdness of everyone I approached 
for permission to quote — 

Of the Controller of H M Stationery Office for 



PREFACE 


permission to reproduce Extracts from the Report of 
the Company Law Amendment Coipmittee, 1925-26, 
and from the Repolt of the Committee on Finance 
and Industry 

Of the Editors of TheTtmes, The Financial Times, 
and The Financial News for permission to use the 
Extracts quoted m Chapters X and XI 

Of the Committee of the London Stock Exchange 
for permission to quote from the Rules of the Stock 
Exchange in Chapter XIII 

Last, but not least, I thank Mr E Saxon Napier 
for givmg me access to his unique collection of news- 
paper cuttmgs Mr Napier mtended to write this book 
]omtly with me, but, to my regret, the pressure of other 
interests prevented him from so domg 

DAVID FINNIE 
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CAPITAL 

UNDERW'RITING 

CHAPTER I 
THE PARADOX OF 

CAPITAL UNDERWRITING IN ENGLAND 

A BRANCH OF INSURANCE AVOIDED BY INSURANCE 
COMPANIES—^ NECESSITY OF THE MONEY MARKET IN 
THE MAIN ILLEGAL UNTIL I9OO AND NOW BUT GRUDG- 
INGLY RECOGNIZED BY THE STATUTES 

Until recently most people have been content to re- 
gard the underwritmg of capital issues as exclusively 
the business of that mass of financial institutions they ^^ery investor 
know vaguely as the money market The underwnting 
of capital, they have thought, is a matter for experts, 
and no conceqj of the ordinary investor They linked 
it up with insurance, and, as a branch of insurance, 
it was invested m their minds with the solid attributes 
of British msurance practice Their faith has been 
shaken dunng the past few years Smce 1928 they 
have read the strong pronouncements of High Court 
Judges, the dry condemnations of Official Receivers, 
and the fuhnmations of the Press, denouncing with 
many voices but one intent the malpractices and 
failures of capital underwritmg In the boom years 
from 1927 to 1929 the public invested with the com- 
fortable feeling that issues were underwntten and that, 
therefore, the ventures they were backmg started off 
with ample capital to prove their worth Too late they 
found that many of these companies, owmg to defects 
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in underwriting, never had a chance, lived long enough 
only to pay commissions to intermediaries, and died 
mglonously m compulsory hqmdation m the Courts 
It IS estimated that British mvestors, largely owmg 
to defective underwntirfg, lost £70,000,000 m the 
1927-29 boom Then came the deluge, from which 
we are slowly and pamfully emergmg In the recon- 
struction that must take place, it is essential that the 
underwritmg of capital issues be put on a proper basis 
A knowledge of underwritmg practice is the immediate 
concern of aU who desire to see England restored 
to her proper place at the financial head of the 
nations 

The underwritmg of issues of capital is, shortly, an 
agreement by underwriters to take shares or stock or 
debentures offered to the pubhc if the public do not 
apply for them The underwriters receive a commission 
for their services The company makmg the issue pays 
this commission as a premium to ensure the success of 
the issue The underwriters, in order to limit their 
responsibihty or spread their risks, usugJIy sub-under- 
wnte among their friends and clients , but the company 
makmg the issue la not a party to the sub-underwntmg, 
the contracts for which are between the underwriters 
and sub-underwriters only 

The terms "underwritmg” and "underwriter” first 
came mto use m connection with marme msurance at 
the close of the seventeenth cenfury, when the marme 
pohcy was begmnmg to take definite form A ship 
and its cargo represented a great deal of capital hable 
to aU the risks of tradmg by sea In those days, when 
the aggregations of capital were small, the total loss 
of a well-laden ship might well have stramed the 
resources of any one person The owner therefore 
sought to pool or share, the risk among a number of 


-THE PARADOX OF CAPITAL UNDERWRITING 3 

insurers A policy was drawn up defining the risk 
At the foot of the pohcy there was a schedule, and those 
who accepted the ‘risk subscnbec^ or wrote under, or 
underwrote, their names on the schedule, showing 
agamst their names the proportion of the total amount 
insured for which they agreed to be responsible They 
were underwriters 

At the end of the seventeenth century, those mter- 
ested in shippmg and marme msurance met daily m 
various coffee houses, and especially at the Coffee House 
of one, Edward Lloyd, m Tower Street Policies were 
capable of various mterpretations and the perils mci- 
dent upon a sea voyage were numerous It was found 
necessary to introduce clauses specifically definmg the 
liabihty of the underwriters At first marme insurance 
was an ordinary commercial transaction The owner 
wishing to insure went to, say, Lloyd’s Coffee House, 
and told the merchants there of the proposed voyage 
These gentlemen then drew up the policy and under- 
wrote theur respective shares As shippmg mcreased 
and msurance grew more complex, marme msurance 
developed into a busmess for experts Brokers were 
called in to mediate between merchant and under- 
writer Underwriters began to organize themselves, 
and " Lloyd’s ” grew until m time it became the greatest 
marme msurance mstitution m the world In 1820, 
the monopoly of Lloyd’s was broken when Parhament 
granted charters for thg mcorporation of the London 
Assurance Corporation and the Royal Exchange Assur- 
ance Corporation To-day, of course, there are many 
msurance compames, underwritmg the most varied 
kmds of risks 

It will be seen, then, that underwritmg is an m- 
surance term With the commg of the mdustrial 
revolution, the mtroduction of the prmciple of limited 
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liability, the rise of Stock Exchanges as an easy method 
of marketing shares, and the appearance of great com- 
panies appeahng to -fehe pubhc for capital to cope with 
large-scale production and distribution, it would have 
seemed m the natural course of thmgs that undcr- 
wntmg should be extended to cover the risk of failure 
of an issue of capital to the pubhc 
While, however, capital underwriting is an extension 
of the prmciple of msurance, it forms no part of 
msurance practice as generally understood The under- 
writing of issues of capital is never accepted by insur- 
ance companies or by Lloyd’s They regard the success 
or failure of issues of capital as a nsk thaX is not within 
their sphere Yet underwriters at Lloyd’s wiU insure 
almost anything else — at a price We have said that 
Lloyd’s has become the greatest marme insurance 
organization in the world In the ’eighties, under the 
able lead of pioneers such as Mr Cuthbert Heath, 
Lloyd’s underwriters began to extend their sphere of 
operations, until to-day there are few branches of 
financial activity that they do not "cover ’’ Apart 
from such usual insurances as marme, fire, accident, 
burglary, employers’ liability, and motor-car risks, a 
football club, for mstance, may msure agamst a fall in 
takmgs owmg to bad weather at a match, or organ- 
izers of a cross-word competition may insure against 
the receipt of insufficient sixpences or shiUmgs from 
competitors to cover expenses and prizes There is no 
end to the risks that some underwriter oi other at 
Lloyd’s IS prepared to cover But they wiU have 
nothmg to do with issues of capital 
This IS all the more unfortimate when we consider 
the excellent organization and disciphne of Lloyd’s 
Nowadays it is by no means easy to become an under- 
wnter at Lloyd’s, for yoyd’s considers itself — ^perhaps 
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Dot unreasonably — ^the most exclusive organization 
in London Election is m the hands of the Committee, 
Which exammes mth the greatest care the financial 
standmg and the status of every candidate The en* 
trance fee is j^5oo and the annual subscription 
The candidate must satisfy the Committee that he is 
worth at least £30,000, and it is made clear to him 
that, if he is accepted, his liability for any nsks under- 
written by hun or on his behalf is unlimited On ad- 
mission he has to deposit security for his underwntmg 
habihty The deposit is not less than £6,000 It is 
regulated by the amount of premium mcome on the 
busmess underwritten, and as the volume of business 
grows, it may have to be mcieased The Committee 
insists on the deposit bearing a definite relation to the 
premium income, or, in other words, to the risks ac- 
cepted This security is placed in the custody of the 
Committee, is held by Trustees of whom Lloyd’s is one, 
and IS exclusively available for the discharge of under- 
wntmg liabilities contracted at Lloyd’s In addition, 
each underwn-^r must lodge and mamtain the sum of 
£1,000 in what IS known as a “Premium Trust Fund ’’ 
All msurance busmess at Lloyd’s is done by mdividual 
members of the Society The general practice is for 
several members — ^usually from three or four to ten 
or twelve — to form syndicates, m association but not 
m partnership, which carry on their busmess through 
a smgle agent, who acts, and underwntes for the group 
The agent has a place on the floor at Lloyd’s great 
buildmg m LeadenhaU Street, and to his seat there 
come the brokers proposmg busmess If the agent 
accepts a risk on behalf of his S3mdicate, each member 
of the syndicate is severally liable for his S5mdicate 
share That is the reason why, on the back of a Lloyd’s 
pohcy, can be seen rubber staipps showmg the share 
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taken by each member of the S5mdicate or syndicates 
underwnting the risk A nsk of any size is usually 
spread over a numljpr of syndicates A btoker with 
a large risk to place tries to get a well-known syndicate 
first of all to take a portion With this “lead” he ap- 
proaches other syndicates until finally he has insuied 
the whole 

Each member must furnish annually to the Com- 
mittee a certificate, in a form laid down by the Board 
of Trade and certified by a public accountant approved 
by the Committee, that his underwriting assets and 
security are sufficient to meet his habilities, and that 
his premiums are placed m trust m acpordance with 
the provisions of a deed approved by the Board of 
Trade The accountant, of course, also provides period- 
ical statements to the member showing the workmg 
of the syndicate 

The corporate affairs of Lloyd’s are managed by the 
Committee which is elected from and by the general 
body of members The Committee has a double care — 
the protection of its members and the protection of 
pohcyholders Its eminently sensible and practical 
regulations are designed with this double object m view 

Lloyd’s has taken two-and-a-half centimes to budd 
up and perfect its organization An underwritmg 
default is unknown Syndicates have on occasions been 
badly managed and have had to be wound up, but 
Lloyd’s takes care to see that the pohcyholders do not 
suffer 

NosimUar Unfortunately this excellent organization is not at 

organization ^ 

service of the government, mumcipahty, or com- 
pany desirous of msurmg agamst the risk of failure of 
1 a loan or capital issue There is no s imil ar organ- 
ization for underwriters of capital issues An elaborate 
specialized machmery has been evolved m connection 
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With foreign loans, and government and mumcipal 
issues are well looked after As for the industrial 
issues, there are ujiderwriters, and underwntmg S5U1- 
dicates, many of whom are of the highest reputation 
and carry out then contracts Jto the letter, but there 
have also been many otherwise The latter class have 
no traditions and are subject to no disciplme 

In view of the popular misconceptions regardmg 
underwritmg practice, this is an astomshmg state of 
affans, but it is by no means the whole story It 
was only m 1900 that capital underwritmg became 
respectable Until 1900 a company was forbidden by 1 
law to pay a premium or commission out of capital for 
underwntmg ils shares , and woe betide the unfortunate’ 
company and all concerned with it that was found 
guilty of makmg any pajunent for placing or guarantee- 
mg the placing of its shares Listen to Mr Justice 
Kay’s weighty pronouncement m one of the earhest 
leadmg cases — Faiire Elecfnc Accumulator Co (1888), 
4oChD 154 — 

“ Payment of what is called brokerage for placmg 
shares is not* really payment for work and labour 
It IS a commission — ^that is, a bonus to A to use his 
mfluence to make B, C, and D shareholders Put the 
sunplest case A says to the Directors, ‘I know a 
wealthy man whom I can persuade to take 10,000 
of your shares , give me {;200 and I wiU mduce him 
to do so ' Would that be a legitimate payment ? 
The practice, so far as it exists, has grown up from 
the launchmg of bubble companies which would not 
be brought out without the aid of speculators who 
msist on bemg paid a bonus or commission for their 
help In the case of an enterprise which is favourably 
received by the pubhc, not a penny need be spent 
m this way It is only companies which are unsound, 
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or at any rate unpopular, which resort to such 
devices ” 


The Court decided that the pa5maent of commission 
on the shares was ultra ;pires, and the directors had to 
repay the commission with mterest at 4 per cent 
Even the Even to this day, not one of the Companies Acts 
mentioned the word “underwriting ” The Com- 
pamcs Act, 1900, grudgmgly legahzed to a certam 
extent the payment of underwritmg commission in 
these words — 

“ Upon any offer of shares to the pubhc for sub- 
scription it shall be lawful for a copipany to pay 
a commission to any person in consideration of 
his subscribmg or agreeing to subscribe, whether 
absolutely 01 conditionally, for any shares in the 
company, or procurmg or agreemg to procure sub- 
scnptions ” 



The law has always taken quite another view of the 
methods by which a pubhc company should ensure 
that it has sujBhcienfc capital foi its requirements The 
legal prmciple has been the method of minimum sub- 
scription In a pubhc issue, the minimum subscription 
on which the directors may proceed to allotment must 
be set out m the prospectus, and no allotment of share 
capital offered to the pubhc may be made unless the 
amount fixed as the mmimum subscription has been 
subscribed 

It does not need much reflection to realize how little 
distance the legal principle of minimum subscnption 
takes us m solvmg this problem of ensurmg that a 
company receives, as a result of a pubhc issue of share 
capital, a sum sufficient for its requirements When 
the first Companies Act of 1862 laid down the prmciple 
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of mimrtium subscription, it assumed a wise and 
knowledgeable body of mvestors who would ]udge for 
themselves whether the minimum subscription set 
out m the Articles of Association of the Company 
and m the Prospectus was adequate for the purpo’ses 
of the company, and it gave them what was a't best 
the negative safeguard of refusmg to allow the company 
to allot any of the shares offered unless this minimum 
amount had been subscribed Legislation has a pecuhar 
effect on the natural man We all, of course, obey 
the law, but whenever the law touches our pockets, 
there is a tendency, so strong that economists might 
well add it to their collection of economic laws, for us 
to satisfy its mimmum reqmrements only Adam 
Smith had this m mmd when he drafted his canons 
of taxation We see its operation every day m the 
application of the Income Tax Acts These Acts set 
out m the most comprehensive way, both explicitly 
and imphcitly, to define what are profits or income 
subject to tax A considerable proportion of the time 
of every professional accountant is remuneratively em- 
ployed m conadermg ways and means by which he 
may compute his clients’ profits at the lowest level 
compatible with an mterpretation, as liberal as possible, 
of the legal rules 

The Companies Acts have proved no exception ^imperfect 
Whenever a new Act has been promulgated, keen and 
able minds have at once fastened on it to find the loop- 
h oles The sections deafing with minimum subscription 
were quickly reduced to a farce To form a public 
company at least seven persons must sign the Mem- 
orandum of Association of the Company, and each 
subscriber must take not less than one share m the 
Company It is withm the memory of all of us that m 
the years preceding 1929 it had become usual practice 
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for the Memorandum of Association to be signed by- 
seven persons and no more, the Memorandum or 
Articles fixed the minimum subscription at seven 
shares only, that is to say, one share for each person 
who signed the Memorandum , and the number of shares 
named m the prospectus as the minimum subscription 
was seven This practice was considered by many to 
be a flagrant -violation of the spirit of the Companies 
Acts, and the 1929 Act went a certam distance to put 
it nght by defining legally the imnimum subscnption 
If the practice of underwritmg had not arisen and if 
the public had had to depend for their safeguard on the 
principle of minimum subscription, their position would 
have been parlous Fortunately, underwriting did 
come to the rescue of the investor 
Now why IS underwriting needed? What are its 
advantages? We can look at them from four pomts 
of -view firstly, that of the people selhng a busmess 
to the pubhc , secondly, that of the intermediary — the 
issumg house — ^makmg the issue , thirdly, that of the 
public, and fourthly, that of the underwriters 
Let us suppose that the old family ITasiness of John 
Smith & Co IS bemg converted mto a pubhc company 
The busmess has expanded, and there is a bank over- 
draft, well secured, of £ 200,000 Two partners, who 
retired some years ago, left a considerable portion of 
their capital, say £150,000, in the busmess In addi- 
tion, the Company has taken deposits of £50,000 from 
customers The substantial assets to be sold to the 
pubhc company are therefore represeuted to a large 
extent by a bank overdraft and cash creditors Al- 
though Messrs A, B and C, the surviving partners, who 
are seUmg the busmess are prepared to take shares for 
the whole of their mterest, a sum of at least £400,000 
is required to clear the assets If Messrs A, B and 
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II 


C are wise men they certainly wiU not sign then- 
contracts imtil they have guarantees that the issue will 
provide m cash ahleast this necessary sum of £400,000 
The issumg house provides this guarantee through its 
undei-wntmg contracts 

Or suppose there is contemplated an amalgaihation 
between the X Electrical Company, the Y Electrical 
Company, and the Z Electrical Company A Fmance 
House undertakes the issue on the following terms 
The X Company is to receive £100,000 m cash and 
£140,000 m shares, the Y Company is to receive 
£200,000 m cash and £250,000 m shares, and the Z 
Company is to receive £75,000 m cash and £140,000 
m shares Tfie Fmance House has, therefore, to find 
£375,000 m cash In addition, workmg capital and 
extensions to plant, it is estimated, will absorb a fur- 
ther £225,000, and the expenses of the issue are put 
at £50,000 The total amount of cash requued is 
£650,000 If the public fail to come in, the amalgama- 
tion wiU fall through, the tune, trouble, and expense 
involved wiU be thrown away, and this failure may 
well make it finpossible to arrange finance for years 
to come The owners, therefore, demand guarantees 
from the Fmance House that the issue will produce the 
£650,000 cash required These guarantees the Fmance 
House produces through its underwntmg arrangements 
/ Now let us take the pomt of view of the Fmance or To the 

issuing 

Issuing House Its very existence depends on the sue- 
cess of its issues, the^ must succeed If the pubhc 
do not subscribe m the first place, then the under- 
writers must take up the burden and unload as oppor- 
tunity occurs through the Stock Exchanges From this 
pomt of view, underwntmg is an essential part of the 
machmery of the money market 

It is seldom realized how much effort and expense 
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are entailed in a public issue There are the prelrtnmary 
investigations of the business by experts, the prepara- 
tion of the prospectus, the selection of the Board of 
Directors, the securing of underwriters, the quietly 
managed Press campaign^to prepare the pubbc for the 
great day, and much besides All these cost money 
The night before the issue several hundred thousand 
prospectuses have to be sent out to selected addresses 
of likely subscribers Printing and postage can easily 
absorb £2,000 or £3,000 On the monung of the issue 
the prospectus must be adequately advertised in the 
Press, and this may cost anythmg from £3,000 to 
£10,000 If the issue is, say, £500,000, stamp duty of 
I per cent is £2,500, and there are professional fees and 
other costs Such expenses are not lightly undertaken 
Of course, the company (1 e the pubhc) wiU eventually 
pay them when the issue is subscribed, and the issuing 
house has probably obtamed guarantees for its outlay 
from the mterests on whose behalf the issue is bemg 
made , but meantime it has to foot the bill 
Then comes the day when the issue is actually made 
So many thmgs may happen to spoil "it No matter 
how carefully the issue has been made, no matter 
how sound it appears m the eyes of the promoters. 
It by no means follows that the pubhc wiU rush for- 
ward with their subscriptions The issumg house may 
have misjudged the appeal to the mvestmg public 
The pubhc are as fickle m their mvestments as m 
most other matters Gramophones may be the rage, 
or names, or oils, or artificial silk, but the favounte 
type is dropped just as quickly as it was taken up, and 
the last issues of its kind are unfortimate The success- 
ful issumg house may be an expert m psychology , but 
even Jupiter m high Olympus nodded once, and the 
expert has been known to make mistakes 



THE PARADOX OF CAPITAL UNDERWRITING I3 


In the short interval between the decision to make 
the issue and the actual offer to the pubhc, much may 
happen An unexpected rise in the bank rate, a sudden 
tightness in the money market, a financial scandal, a 
Press campaign, disturbing hews from the Continent, 
or from the near East, or from South America, or from 
the Umted States, an earthquake m Japan — these are 
a few examples remembered by aU of us in the past 
five years that completely wrecked the pubhc response 
to perfectly good issues Underwriting has saved the 
companies, or, at any rate, the underwntmg ought to 
have saved the companies The pubhc may only have 
subscribed lO, per cent of the issue , the underwriters 
have made good the rest What would have happened 
if there had been no underwriting? As the capital 
required had not been subscribed, the application 
money would have had to be returned to the pubhc, 
the issue expenses would be lost, the company might 
become subject to prejudice and criticism for years, 
and all this notwithstanding the conviction of aU con- 
cerned that thj busmess was a thoroughly sound one, 
and that the issue, but for the unexpected, would have 
proved a complete success When the issue is under- 
written, the underwriters are left to “hold the baby ’’ 

In many recent cases the baby proved to be a very 
healthy mfant, and in a short space of time the shares 
or stock were taken from the underwriters through the 
medium of the Stock Exchange and rose to a premium 
From the pomt of view of the pubhc, the advantages u 
of underwritmg are obvious They are only too aware 
that the statutory enactments regarding the minimum 
subscription are at best a sorry safeguard When they 
see that an issue is well underwritten, they have the 
assurance that no matter what the response to the 
issue may be, the company wiU.get its money They 
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can therefore consider the issue on its merits Their 
attention need not be diverted by fears and considera- 
tions of the kmd we have mentioned' 

pomt of view of the underwriters is simple 
They are takmg a risk, knd they are paid foi it If 
then judgment has been sound, the pubhc will sub- 
scribe If the pubhc do not come m, they are left 
with the whole machinery of the Stock Exchange and 
its environs to help to dispose of the shares If their 
judgment has been faulty, and the pubhc neither sub- 
scribe to the issue nor do then part when a market m the 
shares is made on the Exchange, it is unfortunate for the 
underwriters, but it is the risk every underwriter runs 
Even this cursory review of the situation shows us 
how urgent, how essential, is the need for underwritmg 
issues of capital British msurance has set the standard 
for the whole world The prmciples of jomt-stock 
limited habdity compames took their rise, or at least 
their form, in this country Why, then, there has been 
such determmed opposition to extendmg the insuiance 
prmciple to issues of capital is a matter ^eservmg close 
attention Wdien we considei the problem we shall find 
that in all great industrial countnes except England 
there is a recognized and effective machmery for con- 
centratmg the savmgs of investors, and with those 
savmgs supplymg the capital needs of industry and 
trade An mtegral part of this machmery is a proper 
underwritmg system In this country alone is there 
no such machmery, and underwritmg is haphazard and 
unorganized An appreciation of the reasons for this 
state of affairs is essential if we are to fmderstand the 
problems raised to-day by current underwritmg prac- 
tice We must look for the reasons m the historical 
development of mdustry and the money market m 
England 



CHAPTER II 

THE PARADOX EXPLAINED 

When the Atlantic Ocean instead of the Mediterranean 
became the sea of commerce, the jomt-stock idea was stock idea 
born Professor PoUard, m his Factors of Modern History, 
called Henry the Navigator Henry the Company Pro- 
moter To the Venetian merchant trading in the 
Levant, a voyage that lasted six weeks or two months 
was a long or^e His galley was of moderate size and 
comparatively cheap to run A tradmg expedition to 
the East Indies, to America, to the Cape of Good Hope, 
was another matter The voyage might last any time 
up to three years, and the cost of fittmg out was great 
The prizes were rich, but the losses were proportionately 
heavy When the great Trade routes had been opened 
up, and somethmg approachmg regular commerce be- 
gan to take sh^e, it was soon found that no one person, 
not even the Kmg of Spam or the Queen of England, 
was rich enough to finance an expedition, far less to 
mamtam a steady trade 

It soon became apparent that the only possible 
method was to persuade many people to contribute 
to a common fund or ]omt stock, out of which the 
expedition could be financed The earhest example m 
England of which we have record is the company of 
Merchant Adventurers — “The Merchants Adventurers 
of England, for the discovery of lands, territories. Isles, 
Dommions, and seigmones imknowen, and not before 
their late adventure or enterprise, by seas or Naviga- 
tions, commonly frequented ” These early compames 
beheved m givmg themselves^ adequate titles The 
15 
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Merchant Adventurers were incorporated in the reign 
of Queen Mary, and had their rights confirmed by 
Parliament in Queen Elizabeth’s reign As Hakluyt 
said [The Principal Navigations Voyages Traffiques and 
Discoveries of the English Nation, I, 247) 

"It was thought expedient, that a certaine summe 
of money should publiquely bee collected to serve 
for the furmshmg of so many shippes And lest any 
private man should bee too much oppressed and 
charged, a course was taken, that every man willmg 
to be of the societie, should disburse the portion of 
twentie and five pounds a piece " 

The joint When the Armada had been destroyecf, and Drake 

compaw set out OR his great expedition of 1589 to harry the 

Spanish Mam, the venture has been aptly described 
as a ]omt-stock speculation m a huge piratical enter- 
prise The holders of shares m the expedition did very 
well out of them 

When regular commerce with distant lands began, 
however, it was seen that conditions of partnership 
might be very onerous If a geiitlemaif of Devon or 
Sussex had a share m a fleet of three ships tradmg 
to the Moluccas, and he wished to dispose of it, there 
were considerable difhculties in the way of transfer 
It became evident that some form of organization must 
be created with contmuous existence, with trans- 
missible or transferable stock, but without the right 
to any mdivtdual m the association on his own account 
to deal with the assets of the company or to bmd 
his fehow-members So the joint-stock company came 
mto bemg When the East India Merchants m 1599 
asked for the privilege of mcorporation, their plea 
was that trade with the Indies was so remote that 
it could not be managed without the pnvilege of 
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perpetual succession, without a ‘‘]omt and united 
stock ” 

In the early years of the seventeenth century Bacon 
could write — 

"I confess I did ever thtnk that trading in com- 
panies IS most agreeable to the English nation, which 
wanteth that same general vem of a repubhc which 
runneth m the Dutch and serves them mstead of 
a company ” 

But the prmlege of full mcorporation was given very 
reluctantly by the Crown Up to the end of the seven- 
teenth century there were only three chartered jomt- 
stock companies — the East India, the Royal Africa, 
and the Hudson's Bay Companies The leaven was 
working, however, and attempts were made to apply 
the ]oint-stock principles even to the rudimentary 
industrial enterpnses of the time With the commg 
of WiUiam and Mary, the foundation of the Bank of 
England, the acknowledgment of a National Debt, 
and the novel idea that men could lend to the Kmg, 
receive mterest on the loan, and even know that their 
capital was safe, a new impetus was given to the joint- 
stock movement 

The creation of a National Debt was a reversal of Revolutionary 

consequences 

ancient practice English kings from time unmemonal °ctoowiedg 
had contracted debts, one of the most revolutionary Slnai^Debt 
innovations of the Revolution of 1688 was, as Lord 
Macaulay has said, the' practice of honestly paymg 
them In early days, the approach of the Court was 
the approach of a plague, and men ran to conceal 
their effects and their persons until the royal plunderer 
had passed Richard Coeur de Lion responded nobly 
to the call to arms to dehver the Holy Sepulchre He 
farmed the revenues, levied taxes on his subjects m 



CAPITAL UNDERWRITING 


i8 

proportion to their wealth, sold titles and royal lands, 
pawned aU his belongings On his return he resumed 
possession of everythpig that he had sold on the ground 
that he had no right to ahenate it Henry VIII levied 
benevolences If the unfertunate sufferei hved frugally 
for some years thereafter, a further benevolence was 
claimed, because he must have saved by his frugality , 
if he mamtamed his former standard of livmg, it was 
obvious that he had been underassessed, and an addi- 
tional assessment was levied In 1522 Henry VHI made 
a forced loan of 10 per cent upon aU property from 
£20 to £300, with a higher rate on larger sums Seven 
years later, Parhament went through tlj^e formality of 
releasmg him from any obligation to repay The sup- 
pressed monasteries financed the rest of his reign 
Even Chailes II — ^who took money from France, bor- 
rowed from his friends, did anythmg rather than run 
the risk of bemg sent on his travels again — coolly 
stole ;^i, 328,526 that the goldsmiths had deposited foi 
safe keepmg m the Royal Exchequer The arrival of 
Wdham III marked the beginnmg of a new era in 
the history of the monetary world Perhaps the mam 
reason why the Stuarts never came back to the English 
throne is to be found m the formation of the Bank of 
England, the begmning of the National Debt, and the 
acknowledgment, half-hearted though it was, by Par- 
hament that the debt was a national obhgation So 
long as the new regime contmued, men felt that their 
money was moderately secure 

The creation of the National Debt and the foundation 
of the Bank of England led directly to the rise of the 
1 Stock Exchange A rudimentary loan issumg mach- 
mery began to develop, and the Stock Exchange took 
form m Change Alley as the place where the secunties 
representmg the loans could be bought or sold The 
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dealers m Change Alley, or "jobbers" as they weie 
called, soon learnt to combine dealings m the "funds” 
with dealmgs in the shares of the jomt-stock companies, 
and a new impulse was given to trade It must be 
recorded that these first jobbers soon earned a ba'd 
name The stock of the East India Company was an 
early favourite No sooner was it known that one of 
the India Company's weU-laden vessels was on its way 
than every method was employed to unsettle the 
market Men were hired to whisper of hurncanes that 
had sunk the ship, of quicksands that had swallowed 
her up, of puates that had captured her, of war that 
had broken oul; But the pubhc were avid for specula- 
tion, and for investment 

Joint-stock companies were formed for all sorts of 
purposes, and a speculative boom swept through Eng- movement 
land, culminating m the South Sea Bubble m 1720 
The history of the South Sea Company, founded in 
1711 to improve public credit, is known to aU It was 
the signal for a host of similar concerns There was 
no necessity to canvass for money , it was poured mto 
the market Early in 1720 some wags opened an office 
in Change Alley to receive “ Subscriptions for Raising 
a Milhon " The office was inundated with subscribers, 
paymg 5s as deposit on every £ 1,000 they subscribed 
They asked no questions, they just beheved they 
would make their fortune In the end an advertise- 
ment was pubhshed that it had only been a trial to 
see how many fools could be caught m one day, and 
subscribers would have their money back 

Twenty years’ experience of this new-fangled notion 
that the jomt-stock idea, mstead of bemg reserved for 
stately mstitutions such as the East India Company, 
could be used for almost any phase of commercial 
activity, was enough for the wise men of the day 
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They came to the conclusion that the ]omt-stock com- 
pany was a nuisance The Bubble Act (6 Geo I, c i8) 
recited that • 

"The Persons who contrive or attempt such 
"dangerous and mischfevous Undertakings or Pro- 
jects, under false Pretences of Pubhck Good, do 
presume according to their own Devices and Schemes, 
to open Books for Pubhck Subscriptions, and draw 
m many Unwary Persons to subscribe therem towards 
Raismg great Sums of Money, whereupon the Sub- 
scribers or Claimants under them do pay small 
Proportions thereof, and such Proportions m the 
whole do amount to very large Sums , and whereas 
m many cases the said Undertakers or Subscribers 
have presumed to Act as if they were Corporate 
Bodies, and have pretended to make their Shares 
m Stocks Transferrable or Assignable, without any 
Legal Authonty, either by Act of Parhament or by 
any Charter from the Crown for so domg ” 

The attempt to suppress jomt-stock companies 
proved impossible The legal history of" the eighteenth 
and early nmeteenth centuries is strewn with records 
of judicial decisions restrictmg the activities of com- 
panies The struggle for free transfer was long and 
bitter Judges denounced the creation of large com- 
pames formed by small subscribers, they called them 
“a lure to the unwary” The contmued attempt to 
limit the habihty of members To the amount of their 
shareholdmg also roused the judicial ire "A mis- 
chievous delusion" was the favourite epithet for the 
practice But the expansion of trade and the nse of 
mdustry were factors too strong for any legal bonds 
The jomt-stock company, a legal person separate from 
its members, enjoying perpetual succession, with shares 
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readily transferable and imposing on its members no 
bability beyond the nommal amount of their share- 
holdmg, was the only type of organization that could 
cope with this new world that was openmg out before 
men’s eyes The legislature rm 1862 recognized the 
inevitable, and passed the first Companies Act The 
prmciple of limited hability was recognized No royal 
charter was henceforth necessary for mcorporation 
The formalities requued m constituting a company 
were now hght The jomt-stock company was to be the 
normal machmery for the organization of trade and 
mdustry 

Expandmg trade and the Industrial Revolution 
created a demand for capital such as the world before 
had never known In the nineteenth century the de- 
mand for capital became insistent In practically every 
country except England, it has been necessary, m order 
to make the demand for capital effective, to have some 
mtermediate organization that mvestigates the demand 
and presents it as a claim to the public, supported 
by the intermediary’s own guarantee Except in 
England, this function has been performed by the 
banks In the world outside England it is accepted 
doctrme that a proper and pnmary business of a 
banking system is to promote or arrange the long- 
term finance of mdustry and trade In England this 
IS not so British banks resolutely refuse to furnish 
or to sponsor the provision of capital In England 
'there is no well-defined intermediary The only eqmva- 
lent we have, and that only durmg the past half- 
century or so, is a promotmg group that makes the 
issue and underwrites it With such market machmery, 
the prospective earning power of any venture is only 
imperfectly converted mto an effective demand for 
capital The place of the guarantee of the bank is 
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taken in England by the guarantee of the underwriters 
The unusual importance of underwritmg m England 
begins to emerge 

We must look for the explanation of this state of 
affairs to the conditions that have governed the supply 
of capital m this country We were a great commercial 
nation long before the Industrial Revolution Smce the 
late seventeenth century, with gradually but steadily 
mcreasmg national wealth, money has been seekmg 
employment In the eighteenth century the “nabobs” 
brought home great fortunes from India Trade ex- 
panded m all directions The twenty years of the 
Napoleomc wars concentrated practic^y the whole 
world trade m the British Empire At the close of the 
eighteenth century there was the greatest of all Revolu- 
tions, the Industrial Revolution, and we had a clear 
50 years’ start of other nations in the apphcation of 
machinery to manufacturing processes 

At first the units of mdustry were small, and they 
were financed on a family basis Most of our great 
mdustrial concerns have, or until recently had, family 
names The small units were extended out of profits, 
and additional capital was obtamed from relatives and 
friends The great merchants were only too wfihng to 
finance any new industry Wages and lents were low, 
and there was a rapid accumulation of wealth m the 
hands of the mamifacturmg class There was always 
a substantial capital surplus questing promismg em- 
plo5mient An experienced type of mvestor came mto 
bemg As the nmeteenth century proceeded, and the 
mdustnal unit became larger, there was stiU no diffi- 
culty m findmg capital for new or gomg concerns 
Pubhc confidence was high The Bank Act of 1844, 
by its encouragement of cheque currency, had enor- 
mously mcreased the^ rapidity of circulation of money. 
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and laid solid the foundations of modern credit The 
industrial need of capital did not call for the creation 
of special machinpry The legal facihties given to 
]omt-stock companies by the first Companies Act of 
1862 at a time of rapidly accumulatmg wealth m the 
hands of the manufacturers themselves were enhugh 
The organization of a money market depends on 
general social conditions In England m the nmeteenth 
century the wealth of a section of the population, al- 
ways lookmg for profitable emplojrment, enabled the 
business man to obtam capital from those associated 
with him m busmess or from personal friends and 
relations or through a pubhc issue as safeguarded by 
the Companies Acts There was no urgent need for 
an intermediate organization to which the concern 
requirmg capital could go, which would investigate the 
position, and which, if satisfied, would take steps to 
see that the capital was provided 
In Germany, for instance, circumstances were en- 
tirely different In the third quarter of the nineteenth 
century Germany was poor, the general level of pubhc 
confidence was low, and England had had a half-cen- 
tury’s start m the mdustnal race The impetus of 
German expansion came from above rather than from 
below Its ambitious rulers deliberately set out to 
create an industrial state The heavy demands for 
capital were met by the development of the great credit 
banks Deposits at these banks were relatively small, 
but their paid-up capithl was large Any enterpnse 
requirmg capital was mvestigated by one of these 
banks, and, if the need were established, the bank 
sponsored the issue of capital In the first place it 
probably provided the capital from its own resources, 
made a market m the shares, and gradually sold them 
to its own chents and to the public So far as the 
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enterprise requiring capital was concerned, its anxiety 
was over when it had satisfied the bank that capital 
could be profitably employed The^bank did the rest 
‘ In England, neither the banks nor any other in- 
stitution performed this''function The need for it was 
not felt This smted the nmeteenth-century indus- 
trialist A financial mtermediary for the provision of 
capital, if It IS to perform its function to the public, 
demands a certam amount of financial control The 
British have prided themselves on self-reliance Self- 
help and laissez-faire were the twm gods of Victonan 
mdustry and trade The business man used his bank 
when convenient for short-term finance, but he kept 
absolute control of his business The great deposit 
banks were equally pleased with this state of affairs 
Their predecessors had btumed their fingers in the late 
eighteenth and early nmeteenth centuries through 
entermg into partnership with industry When the 
]omt-stock banks came into existence about the middle 
of the last century, they resolutely refused to have 
anythmg to do with long-term finance ^They developed 
as banks of deposit Their capital is relatively small 
compared with their enormous resources These re- 
sources consist largely of the deposit of other people's 
money Any mvestment of these resources must be of 
the most liquid nature The three months’ bill of ex- 
change, or the overdraft recallable at demand, consti- 
tutes the limit to which they are prepared to go in 
assisting mdustry and trade Our bankers are prepared 
to supplement the workmg capital of a business by 
bndgmg the gap between receipts and payments 
through discountmg bills of exchange, or by temporary 
lendmg (through advances m the form of loan or over- 
draft) m cases of seasonal activity and to meet con- 
tmgenqies In either^ case the banker’s first inqmry 
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IS “What security have you to offer?” He conceives 
it as no part of his function to provide or assist in 
the provision of the permanent capital of a busmess 
In other words, he supplements the capital of a bor- 
rower , he does not furnish nt The energies of our 
bankmg system have been devoted to two great func- 
tions — ^the creation and circulation of the cheque, our 
real home currency, and of the short-term bill, the 
London biU, our mtemational currency Long-term 
and even mtermediate finance have been alien to the 
fundamental conceptions of British bankmg We have 
often sighed for a little more spint of enterprise among 
our bankers, but we are realizmg to-day the enormous 
value of an impregnable banking system The great 
bankmg failures and panics, and the rum foUowmg 
from the destruction of confidence that we see m cer- 
tain other countries are at any rate passmg us by 
Our banks, then, have concerned themselves with 
the needs of commerce rather than of mdustry They 
have paid more attention to short-term and mter- 
national finance than to the requirements of the home 
capital market The case has been diffeient in the 
mtemational sphere There London was the world’s 
greatest money market Foreign governments and 
mumcipahties, great transport companies and the like, 
looked to London not only for short-term but also for 
long-term finance We were an important commercial 
nation before the Industrial Revolution In the late 
eighteenth and m the hmeteenth centuries London 
became the centre for trade between the Contment 
and the rest of the world, and the great private mer- 
chant bankmg houses settled heie and flourished We 
need only recall such as are active to-day — Chouses like 
Rothschilds, Banngs, Schroeders, hazards, Kleinworts, 
Hambros, Japhets, and so on These private banks 
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early made themselves responsible for the issue of 
foreign loans, they were our first issumg houses In 
fact, if you to-day piention ‘‘issuing house” to the 
elderly City man, he usually assumes that you mean 
one of the acceptance bcCnks that speciahze m foreign 
issues Nathaniel Meyer Rothschild, who settled in 
London m 1800, was the first outstandmg figure 
Foreign loans prior to his tune had not been popular 
m England Interest was received abroad, payable m 
foreign com, and it was subject not only to the rate 
of exchange but to the caprice of the monarch to whom 
the loan had been made Nathamel Meyei Rothschild 
introduced the payment of interest m s.terhng and in 
England 

A foreign government raismg a loan m London must 
have an mtermediary, and the obvious mtermediary 
was the meichant bank These banks have created an 
elaborate specialized machinery for placing foreign 
issues They take the greatest pams in exammmg 
every proposition submitted to them , they vouch for 
the issue They have an underwriting^system that is 
weU-mgh perfect and to which we shall refer later 
When the prospectus of a loan is pubhshed, the public 
see that it is vouched for by one of these merchant 
banks as issuing house, they know it is properly under- 
written, and they have the assurance that the interests 
of investors have been and wiU be protected as far 
as possible The issumg house keeps a constant watch 
over the actions of the borrower to see that the security 
for the loan remams unimpaired When anythmg goes 
wrong — if the security is not properly mamtamed, if 
remittances are not sent to Loudon m good time, if 
the borrower does acts that may harm his credit — 
the issumg house regards it as a duty to do everjdhmg 
It can to put matters straight These duties involve;. 
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a great deal of responsibility, labour, and expense, but 
they are performed unhesitatmgly and as a matter of 
course The merchant bank as issumg house is the 
intermediate organization that investigates the foreign 
demand for money, presents that claim to the pubhc 
supported by its own guarantee, and so makes the 
demand effective 

This function of the merchant bank m regard to 
foreign loans is, after all, merely an extension to a 
wider sphere of the pnnciples underlying its very 
existence as an acceptance bank A farmer in Brazil 
wants to buy some agricultural machinery m Lincoln 
Brazil is far from Lincoln The English manufacturer 
has little or no idea of the financial standmg and 
mtegrity of his customer The machinery may have 
to be specially made, it certainly has to be shipped, and 
the Brazihan has no mtention of paymg for it until 
he has had dehvery In fact, he may not even be able 
to pay on dehvery Like many another farmer, he 
may have to wait until his crops are harvested and 
sold before he is^n funds His need for the machinery 
IS very real, but the manufacturer, before he supphes 
the goods, has to be satisfied that the Brazihan can 
pay for them To bridge the gap, to make this foreign 
demand effective, there are the London acceptance 
banks The farmer, through his own bank m Brazil 
or otherwise, approaches an acceptance bank in 
London, satisfies it of his abihty to pay, and the 
acceptance bank informs the manufacturer that, when 
the goods are ready for dispatch, he should draw a 
bill of exchange on the bank for the agreed sale price 
and expenses, such as insurance and freight In due 
course, the bfil, say at three months, comes with the 
shippmg documents to the acceptance bank and the 
bank accepts the bill The manufacturer can, of course. 
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discount this biH at once and get cash The machinery 
IS shipped to Brazil, the documents go to the bank’s 
correspondents therQ., the goods are dehvered to the 
farmer, and three months after the date on which the 
bill was drawn, m the ‘case we have supposed, the 
farmer or his Brazihan bank puts the London accep- 
tance bank in funds to meet the bdl when its holder, 
whoever he may now be, presents it for payment 
The acceptance bank is the mtermediary that investi- 
gates the foreign demand and makes it effective through 
its own guarantee 

While home mdustry had for long no need of such 
an mtermediary for the provision of capital, circum- 
stances changed towards the close of the nmeteenth 
century Industry tended to become large-scale and 
mternational m scope As the twentieth century drew 
near, capital issues grew to be much more frequent 
and on a scale undreamt of 50 years before Largely 
as a consequence of these tendencies, the ownership 
and the management of capital became more and more 
divorced In 1848 John Stuart Mill could note that 
m England the ownership of capital and the manage- 
ment were usually one As enterprises became larger, 
however, and appeals to the public for capital more 
frequent, individual shareholders in public companies 
had less and less relative power When the founders 
of a busmess died, they tended to be replaced as 
directors by efficient managers rather than by relatives, 
until to-day the divorce of ownership from management 
IS almost complete 

All these factors made it progressively less easy to 
find new capital for the pubhc company among friends 
and connections, and an mtermediary had to be found 
who would place the issue before the pubhc But the 
difficulty of underwrjtmg immediately appeared The 
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law frowned on underwriting, and without the guar- 
antee that underwriting provides, the embryo issumg 
house for industnal issues could^do little or nothing 
This situation was rectified by the recognition of 
underwriting m the igoo Cbmpames Act That the 
position to-day, however, leaves much to be desired 
may be seen from the foUowmg extracts from the very 
mterestmg Report of the Committee on Fmance and 
Industry (1931), usually known as the Macmillan 
Report 

386 It IS aU-important to the community 
that its savings should be invested m the most fruit- 
ful and generally useful enterpnses offermg at home 
Yet, in general, the individual investor can hardly be 
supposed to have himself knowledge of much value 
either as to the profitable character or the security 
of what IS offered to him How easily he can be 
misled in times of speculative fever by ghttenng — 
even tawdry — appearances is proved by the ex- 
perience of 1928, as the following stnking figures will 
show 

In that year the total amount subscribed for 
capital 1SSU06 whether of shares or debentures of 
284 companies was Ixiy ,000,000 At 31st May, 1931, 
the total market value of these issues as far as ascer- 
tainable was ;f66,ooo,ooo showing a loss of over 
£50,000,000 or about 47 per cent In fact the 
public's loss has been greater smce many of these 
shares were no doubt sold by the promoters at a 
high premium StiU more stnkmg, perhaps, 70 of 
the above companies, have already been wound up 
and the capital of 36 others has no ascertainable 
value The issues of these 106 companies during 
that year amounted to nearly £20,000,000 

387 That you cannot prevent a fool from his 
folly is no reason why you should not give a prudent 
man guidance We believe that our fhiancial mach- 
inery is definitely weak m that it fads to give clear 
guidance to the mvestor when appeals are made to 
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hun on behalf of home industry When he is invest- 
ing abroad he has the assistance of long-estabhshed 
issuing houses, whose reputation is world-wide When 
subscriptions to a foreign issue are invited by means 
of a pubhc prospectus, it is almost certam that that 
issue -will be vouched'^for by one of these issumg 
houses whose name will be evidence that it has been 
thoroughly exammed and the interests or the m- 
vestors protected as far as possible For the issumg 
house’s issuing credit, which can easily be affected, 
IS involved, and it is very highly to its own mterest 
to make sure that the issue is sound . 

388 Contrast this with nearly all home industrial 
issues There are, it is true, one or two first-class 
houses m the City which perform for certam first- 
class companies the same functions*' as the older 
issmng houses perform for foreign borrowers In 
addition these latter are to a limited extent entermg 
the domestic field, though, for the reasons we give 
later, their direct mterest must probably remam 
limited Again, the advice of stockbrokers, when 
asked for, may be a safeguard, but it is scarcely 
sufficient to take the place of the responsibility of 
a first-class issuing house With these exceptions 
the public IS usually not guided by ^ny institution 
whose name and reputation it knows For in the 
mam aU issues are made m the same way Each 
of them has in the most prominent position and m 
much the heaviest type on the prospectus the name 
of a joint-stock bank — ^m the great majority of cases 
one of the "Big Five” — as receivmg subscriptions 
to the issue It is perfectly natural that an mexpert 
investor, seemg the name of a weU-known bank on 
the prospectus, should belfeve that the bank m 
question vouches m some way for the issue But he 
is mistaken None of the Big Five regard themselves, 
except in very rare cases, as fathermg the issue or 
m any way responsible for it beyond seeing that the 
prospectus comphes generally with the law, and that 
the issue is on the face of it respectable None of 
them would wish the public to assume that they 
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vouched for the issue and the figures of profits and 
assets, etc , given in the prospectus, m the same way 
as the issuing houses vouch for their issues They 
frequently kno\?' the company, through havmg had 
banlang relations with it over a series of years On 
the other hand, they may know practically nothmg 
ot it The real issuer may be the company itself, if 
it is a strong and good one, or a finance company oi 
syndicate — ^few large, many small, some good, some 
mdifferent, some bad — and sometimes it is a com- 
pany or a syndicate got together for the sole purpose 
of making a particular issue The investor may not 
realize that the all-important pomt is not the name 
of the bank receiving subscriptions but that of the 
company or syndicate really responsible for the issue , 
the more doubtful the issue the more likely it is that 
this name will appear in very modest and retiring 
pnnt In the case of big, first-class companies, the 
names of which are a sufficient guarantee m them- 
selves, and which probably issue their own securities, 
this system is adequate But m most other cases the 
public IS left without a guide, with the results which 
we have indicated above It would, m our opmion, 
be an important reform that relations between 
finance and mdustry should be so developed that 
issuing mstitutions of first-class strength and repute 
should vouch to the investor more normally and more 
fuUy for the mtnnsic soimdness of the issues made, 
and that the joint-stock banks should not give the 
appearance of sponsoring issues so long as in fact 
their real responsibihty is hmited to receiving sub- 
scriptions In this way the investor would be en- 
couraged to support well-vouched issues and be put 
on his guard against ethers 



CHAPTER III 
FOREIGN PRACTICE 

.enniny 1 n piactically all countries except England it is one 
imuitaneous of the main functions of a bankmg system to provide 
romotions or spousor the provision of the long-term capital for 
industry The exception in the case of England is 
explained by the course of her economic and social 
history in the past two centuries On the Contment 
the Industrial Revolution started later, and when it 
came, its development was much more rapid 
In Germany it commenced m the 'fifties and 'sixties 
German company legislation and practice provide for 
two forms of company promotion, the “successive’’ 
and the “simultaneous’’ The “successive’’ is much 
like our Enghsh method The promoters appeal direct 
to the public to invest the capital required But this 
way of providmg a company with capital has never 
been very successful m Germany, and''now it is rare 
indeed 

rhe credit In the second, or “simultaneous’’ method, the pro- 

moters are one of the credit banks The promoters 
take over the whole of the capital required and later 
place it in whole or m part with the public There 
are two distmct steps in the procedure First of all, 
the company m need of capital places all the facts 
before the bank The bank makes a complete mvesti- 
gation, and, if it is satisfied, agrees the amount of the 
issue and its terms with the company It places one 
or more of its nommees on the Board of Directors 
Finally, it takes up the capital required The second 
step IS the issue to the pubhc There may be quite an 
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interval between the two stages When a firm is con- 
verted mto a limited habihty company, for instance, 
one busmess year, must pass and the first directors’ 
report and accounts be pubbsheS, before a quotation 
for the shares can be obtamed on a German Stock 
Exchange The promotmg bank may decide to' wait 
this time or even longer before passmg the issue on 
to the pubhc 

The issue to the pubhc is not as a rule made by 
the promotmg bank alone It is usually made by a 
bankmg sjmdicate, of which of course the promotmg 
bank is an important member This S3mdicate or 
"Konsortium” of bankers, as it is called, takes over 
the responsibility for the issue Each member bank 
binds itself to accept a certain portion of the issue 
and to pay for its proportion of the shares or stock as 
required This agreement among the S5mdicate mem-' 
bers is the nearest approach to underwritmg as we 
understand it The syndicate members in fact under- 
wnte the issue 

The Konsortium may place the shares m one of 
several directions Firstly, it may offer them for public 
subscription at a fixed pnce Secondly, it may obtam 
a Stock Exchange quotation and make a market m 
the shares Thirdly, the members of the syndicate 
may place the shares among their own customers The 
third method is usually auxihary to the first two 

The reason for the intervention of the banks may be 
found partly in the history of German industrial de- 
velopment and partly m the history of German com- 
pany legislation In the ’fifties and ’sixties, when the 
Industrial Revolution really began to gather momentum 
m the countries we now know as Germany, it was 
obvious that development must be rapid if Germany 
were not to be left behind m the world race But 
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Germany was a poor country The private investor 
as England knew him at the same period was almost 
non-existent The political rulers pf Prussia realized 
the importance of rapid expansion The demand for 
capital was insistent How was the demand to be 
formulated ? There was no machinery m existence 
They created the machmery The great credit banks 
were founded These banks made the mitial mvest- 
ment, and afterwards, when they had shown the way, 
the pubhc began to come in As wealth accumulated 
and the mvestor class increased m numbers, the prac- 
tice arose of appealing direct to the pubhc This latter 
method never became the more popular of the two 
Traditions quickly establish themselves, even m our 
everchanging modem industrial world The German 
had acquired the habit of looking to the credit banks 
to give him a lead After aU, his confidence was well 
founded He had the guarantee that, before the issue, 
the project had been thoroughly exammed by the 
bank’s experts He knew that the underwritmg ar- 
rangements were wholly in the bank’s hands and that, 
whatever happened, the company w^iuld have its 
capital He knew that the bank had identified itself 
with the company’s future, had its representatives on 
the Board of Directors, and would look after the market 
m the shares on the Stock Exchange 
Towards the close of the nmeteenth century, there 
were many promotion scandals m Germany as m every 
other industrial country Thw new technique of pro- 
vidmg mdustry with capital gave the unscrupulous 
promoter too many opportunities of makmg easy 
money German company legislation, as consohdated 
in 1896, therefore, regulated strictly the conditions of 
issue The most important provisions were that — 

1 The whole issue must be subscribed withm a" 
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penod to be stated in the prospectus, and at least 
25 per cent must be paid up, before the company came 
into existence , 

2 When a private busmess \?lis converted into a 
limited habihty company there could be no Stock 
Exchange quotation until one busmess year had passed, 
and the first report and balance sheet had been 
published 

3 Deahngs m partly-paid shares, except msurance 
shares, were prohibited 

There were other conditions prohibitmg the issue 
of shares under par, limitmg promotion profits, and 
so on The effect of these enactments was to kill the 
" successive ” issue, and to give a monopoly of issues to 
the credit banks and their aUies There was no pro- 
vision for a minimum subscnption as m English law 
The whole issue had to be subscribed before the com- 
pany could come into existence Unless the issue was 
well underwritten, the promoters therefore ran a very 
grave nsk, but organized underwritmg was largely in 
the hands of the credit banks, who did not look kindly 
on nvals m the field of company promotion There 
was also the delay of one year after formation before 
a Stock Exchange quotation could be obtamed, and, 
even on the purely formal side, German company legis- 
lation is stricter than ours For mstance, an msufficient 
attendance of members at the opening general meetmg 
of shareholders cancels the incorporation of the com- 
pany For aU. these reasons the " successive ” issue, or 
the public issue as we know it m this country, has 
disappeared m Germany The credit banks led the 
way m the first mstance, and company legislation has 
driven their competitors out of the market 

From our pomt of view, we may say that Germany 
has the complete underwritmg system The prqmotmg 
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bank m tbe first place gives the company making the 
issue its most effective guarantee by takmg up the 
capital itself In the second place, the members of 
the issumg Konsortmm, or bankmg sjmdicate, give a 
complete guarantee to the promotmg bank by taking 
over"' their due proportion of the issue The machmery 
is complete The demand for capital is effectively 
formulated The company on whose behalf the issue 
IS made gets its capital at once from the promotmg 
bank The public in due course take up the shares 
from the Konsortium, with the knowledge that the 
company m which they are mvestmg has been thor- 
oughly mvestigated by the bankers, and that all legal 
reqmrements have been met 
One of the most interesting differences between the 
balance sheet of an Enghsh and of a German bank 
IS to be found m the constitution of the investments 
An English bank’s mvestments consist whoUy of gilt- 
edged stocks and shares in subsidiary banks a German 
bank’s mvestments mclude a considerable proportion 
of shares m associated industrial companies Part of 
these holdmgs is permanent, and part is the result of 
the bank’s underwritmg operations that are yet to be 
placed with the pubhc The banks usually retam a 
certam permanent holdmg of shares of the industrial 
companies m which they are mterested This gives 
them mfiuence and prestige 
The system has, of course, obvious dangers Unless 
great care is exercised, the bank tends to become an 
mdustrial rather than a financial institution Of course, 
its permanent holdmgs, theoretically at any rate, are 
bought with the bank’s own capital A credit bank’s 
capital IS, relative to its assets, much greater than that 
of an Enghsh bank But, m times of rapid industrial 
development, there is always the human tendency to 
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tmderwrite as much as possible, and the bank is apt 
to be left with an undue proportion of its resources 
tied up m shares oj: mdustrial securities In addition, 
the bank has responsibilities to tTie public who, rely- 
mg on the bank’s wananty, have subscribed to the issue 
In difficult times, the banks have to finance these t;om- 
pames, and their resources may become immobilized 
In the Austrian Credit-Anstalt we have an example 
of what this can mean In the old Austro-Hungarian 
Empire, the system that we have described was applied 
with even more thoroughness than m Germany It is 
common knowledge how the Credit-Anstalt became 
immobilized in 1931, how the Bank of England went 
to its assistance, and how there started that whole 
course of events that eventually forced England off 
the Gold Standard 

In Belgium there has been the same tendency to 
close relationship between banks and industry The 
Soci6t6 Gdn6rale de Belgique, founded in 1822, was 
perhaps the first ]omt-stock bank in Europe to adopt 
a policy mvolving some degree of control over the 
various mdustrial concerns in which it is interested 
The reasons have been the same as m Germany The 
Napoleonic Wars left Belgium impoverished There 
was no substantial class of private mvestor It was 
left to the banks to provide industry "with capital 
After the war of 1914-18 the banks were agam the 
only source of floatmg capital, and m the last decade 
the Belgian banks have teconstituted Belgian mdustry 
It has been a remarkable achievement Just as in 
Germany, issues of capital have, so to speak, received 
a banker’s warranty The underwriting machme has 
functioned perfectly In 1930 it was estimated that 
the Societd Generate and the Banque de Bruxelles be- 
tween them controlled companies whose total capital 
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amounted to lo billion francs, or about one-half the total 
nominal capital of aU Belgian companies In addi- 
tion they controlled as many as 90 eolonial enterprises 
Hotod In France and Holland, while there are banks that 

operate hke the Enghsh banks, deal only in short- 
term loans and securities, and regard themselves as de- 
posit banks, there are also general banks with the same 
functions as the German credit banks They finance 
mdustry by long-term credits They frequently under- 
write issues for mdustnal companies and arrange for the 
disposal of the securities among the mvestmg pubhc 
Trance It IS Hot too much to say that the capital issue m 

France is m the hands of the banks Prance shaies 
with Belgium the distmction of having created the 
mdustnal or credit bank The genius of Samt Simon 
appreciated that industry m its modern developments 
requires special machinery for the provision of its 
capital, that the banks of deposit are unsuited to 
provide such finance, and that institutions must be 
created for this purpose His disciples, the Pereires, 
formed in their Ci^dit Mobilier the ^first of these 
mstitutions 

' The epidemic of fake underwntmg, paper finance, 
and dummy companies, that swept England m 1928, 
could not attack France The Code Commerciale safe- 
guards the French investor by provisions similar to 
the German code For mstance, all the capital of a 
company must be subscribed at the tune of mcorpora- 
tion of the company, and a declaration that this has 
been done must be sworn before a Notary Pubhc Any 
shares allotted for a consideration other than cash 
cannot be sold for at least two years from the date 
of allotment A imnimum of 25 per cent of the nommal 
value of the shares must he subscribed for m cash 
Immediately half the shaie capital of a company has 



FOREIGN PRACTICE 


39 


been lost, a general meeting of the shareholders must 
be called to decide whether the company shall continue 
to carry on business 

It is odd to reflect from what sm&ll causes important 
effects may flow There is little doubt that one of the 
mam reasons for the contmuance of the bank’s domma- 
tion abroad as the placer of capital is to be found in 
the denommation of shares In England the £x is the 
usual unit, and the appeal to the public is made com- 
paratively simple thereby In Germany, the favourite 
share has been Mks loo, m Holland, loo fl , m France, 
500 frs , and so on The large denommation of shares 
rather frightened the general mvestor, especially in the 
case of the new company The whole busmess, to the 
man m the street, savoured rather of a banlang busmess 
than of one m which he should be directly mterested 
with the company 

In the United States also an issumg machmery has 
been built up between the investor and industry The 
MacmiHan Report gives an excellent short account of 
the system as follows — 

"It was to the development of American mdustry 
m the widest sense that the financial world of New 
York devoted itself rather than to mtemational 
finance The great industries and the railroads were 
affiliated m general to particular banking houses, and 
m the buildmg up, and m particular m the merging, 
of most of the great American corporations, some 
house or bank has played a leadmg part, ivith the 
consequence that the relationship between them has 
usually remamed a close and continuous one It may 
be said that aU mdustnal issues of well-known com- 
panies are sponsored by some responsible issumg 
mstitution, the smaller issue by smaller firms, the 
larger by large firms or large banks In both cases 
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it IS common for a group of issuing institutions to 
combine in making the issue In every case the 
names of the issumg institutions appear prominently 
on the prospectus'^ so that the pubhc are left m no 
doubt as to who is sponsormg the issue Taking this 
responsibility, the issumg mstitution naturally at- 
tempts to keep m close and contmuous touch with 
the company after the issue So far as the large 
banks m New York, Chicago, and other centres are 
concerned, the issues in which they are interested 
are made usually through subsidiary securities 
compames Moreover, the American banks are 
closely concerned with mdustry from another aspect 
The banks lend either directly or tlirough brokers 
very large amounts of money to mvestors and specu- 
lators agamst mdustnal securities of all kmds The 
loans of this kmd made by reportmg member banks 
are sometimes at least equal to the loans made direct 
by them to mdustry For this reason, also, the banks 
take a great mterest m the stock market and in 
the industrial securities quoted there 
“ Thus, under a different system, American banks, 
pnvate and public, perform for American industry 
substantially the functions that German banks per- 
form for German industry The connection is a 
looser one, the number of banks competmg is far 
greater , the problem of finding the necessary capital 
no doubt is much easier, and mdustry often needs 
bankmg assistance far less 'Yet, at the same tune, 
the Amencan banks engage their issuing credit m 
the eyes of the pubhc for the soundness of the issues 
they support, and this very fact leads, as it must 
always do, to a closer and more mtimate association 
between banks and mdustry than where no such 
responsibihty is assumed ” 
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The Macmillan Report was issued in June, 1931 
Even then the shock of the Austrian Credit-Anstalt 
failure had thrown up the weakness of the credit-bank 
system , 1932 saw the German bastiking crisis become 
acute, largely for the same reason — ^the immobilization 
of resources through the close connection of banks .with 
the long-term finance of industry There was brewmg 
also in 1932 the storm in American bankmg cncles 
that finally broke in March, 1933 One of the first 
acts of President Roosevelt was to msist that American 
banks confine themselves to the activities of deposit 
banks, and dissociate themselves from their sub- 
sidiary securities companies whose busmess was to 
sponsor capital issues While we must admit that 
foreign practice provides machinery much supenor in 
some ways to our own for the supply of capital to 
industry, it should be recognized that this machmery 
has not altogether stood the stram ot the present world 
depression In some countnes, it has definitely broken 
doivn Our friends abroad wiU have to modify their 
systems in the light of the experience of the past few 
years • 

Our own great deposit banks have come through the 
crisis remarkably well, and the reason is to be found 
in the mobility of their resources They have eschewed 
the sponsoring of capital issues because it might entail 
the locking up of funds Depositors, they hold, have 
confidence in our banks because they know that, no 
matter how immediate may be their demands, these 
demands can always be met The deposits are invested 
in short-term bills, m short-dated government stocks, 
and in overdrafts recallable at demand, they are not 
tied up m large holdings of industrial securities 

Insurance companies and underwriters at Lloyd’s 
have avoided capital issues for the same reason 
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Insurance companies will take a line of sub-underwritmg 
as part of the management of their mvestment funds , 
but they will not enter mto a Mam Underwritmg 
Agreement as part "of their msurance busmess The 
risk involves the possibility of lockmg up funds for 
too bng a period 



CHAPTER 

THE STATUTORY ASPECT OF 
UNDERWRITING BEFORE 1900 

Underwriting m England has had a stiff fight for 
recognition The word is not found m any of the 
Companies Acts It does not even appear in the Com- 
panies Act, 1929 An underwntmg contract is an 
ordinary civil contract The forms that it assumes — 
guarantee agreements, sub-imdenvritmg letters, and so 
forth— have gfown out of the needs that the contract 
is designed to meet They have been mfluenced by 
a long series of legal decisions spread over a wide and 
diverse field, but so far they have not been the subject 
of statutory enactment During the last 80 years, 
Parhament, hke the legislatures of every other country, 
has found it necessary to regulate strictly the manner 
and substance of industry’s appeal to the public for 
capital The British Parliament, however, has not 
considered underwntmg as an essential and mtegral 
part of company promotion and expansion It has 
rehed on the prmciple of the imnunum subscnption 
Until the beginnmg of this century underwriting was 
not respectable In the first chapter, Mr Justice Kay’s 
dictum m the well-known Faure Electric Accumulator 
(18S8) Case was quoted • Even that mdd approach to 
underwntmg, the payment of brokerage for placmg 
shares, called down his wrath 

“The practice,” he said, "so far as it exists, has 
grown up from the launchmg of bubble companies 
which would not be brought out without the aid 
of speculators who msist on bemg paid a bonus or 
43 
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commission for their help In the case of an enter- 
prise which IS favourably received by the public, 
not a penny need be spent in this way It is only 
companies which hre unsound, or at any rate un- 
popular, which resort to such devices ” 

What a unique commentary on the economic and 
financial life of the latter half of the nineteenth century ' 
It breathes the spirit of an England that has passed 
away for ever, an England confident, secure and self- 
sufficient, an England mcapable of miaginmg any 
challenge to her material pre-eminence 
In another famous case, Lydney and Wtgpool Iron Ore 
Company v Bird, 33 Ch D 85, Lord Jfistice Lindley, 
one of the great names of company law, discussed the 
principle of underwritmg m his judgment — 

"It appears to us wholly wrong,” he said, "to 
make the company pay for the issue of its own shares 
No part of the capital of the company could be 
properly so applied ” 


underwnttng 
commission 
out of capital 


In reading the reported nmeteenthf century cases 
mvolvmg underwritmg, the outstanding impression is 
the suspicious attitude of the Courts to the payment 
by anybody of any kmd of commission for procurmg 
or foi placmg capital The Court seemed to take the 
view that underwritmg commission, or even brokerage 
for placmg shares, was a bribe and was suspect When 
it was a matter of a company 'paymg such commission 
out of capital, the practice was definitely illegal and 
the Courts made short shrift of anyone guilty of the 
hemous offence If a case were brought to the attention 
of the Courts, the directors who authorized pajunent 
of the commission were compelled to refund the amount 
to the company out of their own pockets A company 
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might incur very heavy charges for advertising an issue 
of its shares , but although the aim of such expenditure 
was the same as that of underwritmg, the Court placed 
no difficulties m the way of a company paymg for 
advertismg out of capital Authorities, such as Sir 
Frederick Palmer, wntmg in the last decade o’f the 
nmeteenth century, found it difficult to understand 
why the Court regarded underwriting commission as 
so objectionable and differentiated it from any other 
kind of commission They pomted out that the in- 
abihty of a company to pay underwritmg commission 
out of its capital led to much mischief It was directly 
responsible foi; the practice of issumg founders’ shares 
It frequently compelled companies to raise capital 
by way of debentures or debenture stock instead of 
by shares, and, above all, it provided promoters 
with a good excuse for demandmg an excessive price 
for their services to cover the risk and expenses of 
underwriting 

The legal basis for the attitude of the Court was 
the imphcatioi^ of the Companies Act of 1862 that a 
company could not issue shares at a discount Even 
in the 1862 Act there was no statement that shares 
must not be issued at a discount, but the Court from 
the first held, as a strict rule of company law, that 
it was of the very essence of the spint of the Acts 
that shares should not be issued at a discount We 
have mdicated the struggle of the jomt-stock prmciple 
coupled with limited hafiihty for recognition When a 
man bought a £i share, he must pay for it, or the share 
was not fully paid When he had paid for his £1 share, 
although he was a member of the company, he had 
no further liability m respect of that share If the £1 
had not been fully paid, the balance was hable to be 
called up any tune at the discretion of the directors 
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With this principle in mind the Court would tolerate 
nothmg that savoured, however indirectly, of issumg 
shares at a discount 

Until the 1929 Act this was a cardmal feature of 
English company legislation On 31st October, 1929, 
the eve of the commg into force of the 1929 Act, there 
appeared m The Ttmes a benedictory letter from the 
veteran Lord Wrenbury, whose well-known book 
Buckley on Compames, was first published m 1870 But 
Lord Wrenbury could not refram from concluding — 

" It has never fallen to me to record any departure 
from the ongmal pnnciple, except m one matter, 
which I confess I regret, and that is the per- 
mission to issue shares at a discount This is the 
only retrograde step m pnnciple which I recall smce 
1862 ” 

The reason for the disfavour with which the Court 
regarded what otherwise might have been looked on as 
the legitimate attempts of underwriters to surmount 
tins difficulty is to be sought m the history of the raismg 
of capital m the nineteenth century Owmg to the 
rapidly accumulatmg wealth of the manufactunng 
classes, the need of capital for mdustrial purposes did 
not call for special machmery There was always a 
large surplus of capital lookmg for promismg employ- 
ment, and capital for the development of industry was, 
as a rule, found among the friends and connections of 
those associated with the enteVpnse 
Towards the close of the nmeteenth century, it be- 
came more and more apparent that underwntmg com- 
mission and brokerage for placmg shares were becommg 
an essential part of the machmery of the money market 
In Metropolitan Coal Consumers’ Association v Scrim- 
geour (1895) , the Court of Appeal held that the payment 



UNDERWRITING BEFORE I90O 47 

of a small commission of 2 J per cent to brokers for their 
services was within the directors’ powers Commentmg 
on this case, Sir Frederick Palmer^ in the 1895 edition 
of his Company Precedents, wrote — 

"If this be the law, it would seem that to pay 
a moderate underwnting commission out of capital 
must also be mtra vires It is to be hoped that the 
decision wiU stand, but it is well known that some 
of the most eminent lawyers of the Chancery Bar, 
including one who is now a Lord of Appeal, have 
repeatedly advised that a commission could not be 
paid out of capital for placmg or underwritmg shares ’’ 

We can say, therefore, that until the 1900 Act, a 
company, even if it were authorized by its Memorandum 
and Articles, could not legally pay out of its capital 
a commission for underwntmg or placing shares The 
pajrment of such commission was regarded as equiva- 
lent to issumg shares at a discount 
While this prohibition checked the growth of under- 
^v^ltmg, there i^as nothmg to prevent a company paymg 
an underwritmg commission so long as the payment 
was not made out of capital It could, for instance, 
pay the commission out of profits, mcluding share 
premiums carried to reserve It could give as under- 
writing consideration a call at par or at a premium on 
unissued shares It could allot founders’ shares to those 
agreemg to subscribe for ordmary shares In addition, 
there was nothmg in the Companies Acts to prevent 
the issue of debentures at a discount, for the debenture 
m its modem form was unknown m the ’sixties, when 
the 1862 Act was promulgated Any reasonable under- 
writmg commission could therefore be paid out of 
capital m connection with the issue of debentures or 
debenture stock 
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gniiionby The Compaiiies Act, 1900, changed the whole aspect 
'’1^“ of underwriting For the first tune in England under- 
writing was given status The 1900 Act made possible 
the payment of underwriting commission by a company 
out of its own capital when it made an issue of shares 
to the public This was only the first step on the way 
that Parhament later had to travel, but it was tremend- 
ously important By 1900 it was plam that under- 
writmg had become an essential part of company 
finance, both from the point of view of the company 
requiring capital and of the investor suppl5nng it The 
most obvious necessity for underwriting is m the case 
of the new pubhc company making itsdirst appeal to 
the general body of investors , and, naturally, the par- 
ties to the underwritmg contract should be the company 
and the underwriters When there is an intennediary 
between the two, trouble, or rather expense, begins 
The mtermediary demands payment for his services, 
and as capital issues are for large amounts, even a 
small commission means a substantial sum of money 
A new company has no profits out of wjhich to pay the 
underwriters, their commission must come out of 
capital Before 1900, therefore, a new company makmg 
a share issue could not enter directly mto an under- 
writing agreement Underwritmg, however, was m 
many cases absolutely necessary It could only be 
accomplished if the law were evaded An mtermediary 
of some kmd had to be employed, and he exacted 
pa3nnent commensurate with the service he was 
rendering the company To a generation familiar with 
American “bootleggers” this has a familiar ring The 
mevitable consequence was a long series of promotion 
scandals 

The attitude of the Courts to the practice of 
underwritmg seriously impaired the very prmciple of 
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company legislation— that it should be a scheme of 
law which benefits investors by enabling them to 
pool their resources and employ them in trade and 
industry with the advantage of limited hability, and 
benefits trade and industry in that it puts at their 
disposal sums that might otherwise be less productively 
employed In the closmg years of the nineteenth cen- 
tury, at the very time when other countries were per- 
fecting the machinery, through banks or otherwise, that 
would brmg capital and trade, money and brains to- 
gether, the natural development m this direction of 
the Enghsh money market was arrested by the legal 
prohibition of,underwntmg The guarantee furnished 
by under%vntmg is an essential part of any effective 
machinery that concentrates the savings of the people 
and ivith those savmgs supplies the capital needs of 
industry and trade Without underwritmg there can 
be no intermediate organization that investigates m- 
dustry’s demand for capital and presents that demand, 
supported by its own guarantee, to the public The 
prohibition of^mderwntmg prevented the growth m 
England of the issuing house for home mdustry 
In the long run the law gives statutory authority to 
established trade usage or custom or necessity The 
1900 Act recognized the inevitable The recognition was 
only partial, however, and it was not until 1908 that 
undenvritmg came into its own The rise of issuing 
houses commenced at once, but the war of 1914-18 
mtervened Peace found us m a new world The pre- 
war trend of industry towards trusts and combmes 
and of the distribution trades towards amalgamations 
and multiple-shop systems was accentuated Trade and 
industry had everywhere become large-scale m size 
and mtemational m scope To meet the new conditions 
our whole mdustrial system needed to be overhauled 



50 CAPITAL UNDERWRITING 

and re-equipped The rehabilitation required enormous 
sums of capital We still had greater stores of wealth 
than any other country in the li^rld, but we were 
less well equipped "than almost any other country 
with the machmery that would formulate mdustry’s 
demand, make it effective, and present it to those who 
could supply the capital 



CHAPTER V» 


THE STATUTORY ASPECT OF 
UNDERWRITING AFTER 1900 


The Companies Act, 1900, legalized for the first tune 
the payment of underwntmg commission out of capital, ^ 
but the relative section carefully stipulated that such 
payment was only lawful upon an offer of shares for 
public subscription At the same tune, it expressly 
prohibited all pa5mients or allotments of shares by 
way of commission, whether durect or mdirect, other 
than those sanctioned by the section 
The Section (Compames Act, 1900, Section 8), ran 


(1) Upon any offer of shares to the pubhc for 
subscnption it shall be lawful for a company to 
pay a commission to any person in consideration of 
his subscribmg or agreemg to subscribe, whether 
absolutely or conditionally, for any shares in the 
company, or procunng or agreeing to procure sub- 
scriptions, whether absolute or conditional, for any 
shares in the company if the payment of the com- 
mission and the amount or rate per cent of the 
commission paid or agreed to be paid are respectively 
authorized by the Articles of Association and dis- 
closed m the prospectus, and the commission paid or 
agreed to be paid does not exceed the amount or 
rate so authorized 

(2) Save as aforesaid, no company shall apply any 
of its shares or capital money either directly or in- 
directly m pa3ment of any commission, discount, or 
allowance, to einy person m consideration of his 
subscribmg or agreeing to subscnbe, whether 
absolutely or conditionally, for any shares of the 
company, or procuring or agreemg to procure sub- 
scriptions, whether absolute or conditional, for any 
shares m the company, whether the shares or money 
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be SO appbed by being added to the purchase money 
of any property acquired by the company or to the 
contract price of any work to be executed for the 
company, or the money be paid '"out of the nommal 
purchase money or contract price, or otherwise 
(3) But nothing in this section shall affect the 
pcfwer of any company to pay such brokerage as it 
has heretofore been lawful for a company to pay 

By one sweep the section alteied the whole status 
of underwritmg Up to 1900, underwriting had been 
a hole-m-the-comer business The company requumg 
capital could not contract directly with the under- 
I writers , the underwritmg arrangements were made by 
'.third parties, usually promoters or vendors, and, as 
we have seen, this gave rise to malpractices The 
Companies Act of 1900 permitted for the first time a 
company, prior to offermg shares for public subscrip- 
tion, to contract direct with the underwriters In fact, 
it reversed previous practice completely, for it deprived 
vendors or promoters of any right to pay underwriting 
commission, and so ensured that all underwriting con- 
tracts must be made duect between the company and 
the underwriters This was m line with the many legal 
decisions designed to protect companies from pro- 
moters who followed the common practice in the latter 
half of the nmeteenth century of obtaming a secret 
commission by addmg a sum to the agreed purchase 
price of the assets sold to the company 

Section 8 of the Companies Act, 1900, was funda- 
mental, but in practice it was found that the restrictions 
imposed by it were too severe 
The offer of shares had to be for public subscnpUon 
before the payment of underwritmg commission was 
j legal Obviously the payment of commission by a 
private company was ruled out It is a statutory con- 
dition (4 the constitution of a pnvate limited company 
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that shares must not be offered for pubhc subscription 
But what was the position when a public company 
made a share issue to its own members, or where a 
promoter made an offer to a few fnends, or where m 
a reconstruction a hquidator offered shares m the new 
company to the members of the old company? These 
are three common mstances where underwritmg can 
be valuable, and the legality of each was tested in 
the Courts before the close of 1901 In all three cases 
the Courts held that such offers were not offers to 
the pubhc and that payment of underwritmg com- 
mission m such cases was not within the capacity of 
the company 

The 1900 Act’ prohibited the payment of commission 
except as sanctioned m Sect 8 This prevented vendors 
or promoters from paying undenvriting commission 
There had certamly been many abuses in the past 
through vendors or promoters paymg underwriting 
commission, but these abuses had arisen largely be- 
cause the pa3Tnents had to be concealed Now that 
their legahty was recognized, many people failed to 
see the harm of Jontmumg the old practice, convenient 
as it was m certam cases, so long as payment of the 
commission by vendors or promoters was a cash pay- 
ment propel ly disclosed 

Sect 8 of the Companies Act, 1907, extended the 
scope of the 1900 Act and remedied these objections 
by permittmg commission to be paid even when no 
offer was made to the public, and by allowmg vendors 
and promoters to pay commission out of funds coming 
to them from the company The provisions of the 
1907 Act were mcorporated m the Companies Consolida- 
tion Act, 1908 

To make the 1908 position clear, the relative sections 
of the 1900 and the 1908 Acts are set out below m 
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parallel columns The additions made by the igo8 Act 
are m heavy type 

Companies Act, ConPANiES Act, 1908 

Section 8 Section 89 

(i) Upon any offer of shares (i) It shall be lawful for 


to the public for subscription 
it shall be lawful for a com- 
pany to pay a commission to 
any person m consideration of 
hiB subscribing or agreemg to 
subscribe, whether absolutely 
or conditionally, for any shares 
m the company, or procuring 
or agreeing to procure sub- 
scriptions, whether absolute 
or conditional, for any shares 
m the company if liie pay- 
ment of the commission and 
the amount or rate per cent 
of the commission paid or 
agreed to be paid are respec- 
tively authorized by the 
Articles of Association and 
disclosed in the prospectus, 
and the commission paid or 
agreed to be paid does not 
exceed the amount or rate so 
authorized 


a company to pay a com- 
mission to any person m con- 
sideration of his subscnbmg 
or agreemg to subscribe, 
whether absolutely or con- 
ditionally, for any shares m 
the company, or procurmg 
or agreemg to procure sub- 
scriptions, whether absolute 
or conditional, for any shares 
m the company, if the pay- 
ment of the commission is 
authorized by the Articles, 
and the commission paid or 
agreed to be paid does not 
exceed the amount or rate 
so authorized, and if the 
amount or rate per cent of 
the commission paid or agreed 
to be paid is — 

(а) In t!ie case of shares 
offered to the public for sub- 
scription, disclosed m the 
prospectus, or 

(б) In the case of shares not 
offered to the public for sub- 
scription, disclosed in the 
statement in lieu of prospectus, 
or m a statement in the pre- 
scribed form signed in like 
manner as a statement in lieu 
of prospectus and filed with 
the registrar of companies, 
and, where a circular or notice, 
not being a prospectus, in- 
viting subscriptions for the 
shares is issued, also disclosed 
in that circular or notice 
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(2) Save as aforesaid, no 
company shall apply any of 
its shares or capital money 
either directly or indirpctly m 
payment of any commission, 
discount, or allowance, to any 
person in consideration of his 
suhscnbmg or agreemg to 
subscribe, whether absolutely 
or conditionally, for any shares 
of the company, or procurmg 
or agreemg to procure sub- 
scnptions, whether absolute 
or conditional, for any shares 
m the company, whether the 
shares or money be so apphed 
by bemg added^to the pur- 
chase money of any property 
acquired by the company or 
to the contract price of any 
work to be executed for the 
company, or the money be 
paid out of the nommal pur- 
chase money or contract price, 
or otherwise 


(3) But nothing in this 
section shall afiect the power 
of any company to pay such 
brokerage as it has heretofore 
been lawful for a company to 
pay 
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(2) [Exactly the same as 
opposite ] 


(3) Nothmg 111 this section 
shall affect the power of any 
company to pay such broker- 
age as it has heretofore been 
lawful for a company to pay, 
and a vendor to, promoter of, 
or other person who receives 
payment in money or shares 
from, a company shall 
have and shall be deemed 
always to have had power to 
apply any part of the money 
or shares so received m pay- 
ment of any commission, the 
payment of which, if made 
directly by the company, 
would have been legal under 
this section 
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The final position as a result of these statutes was 
(i) That a company could pay a commission of any 
amount by way of undei writing if payment of the 
commission and the'Tate paid were authorized by the 
Articles of Association , (2) that underwriting commis- 
sion could be paid, not only m the case of an offer 
of shares to the public, but when an offer of further 
shares was made to members, or when shares were 
offered to old members by a liqmdator, or when shares 
were offered semi-privately by a promoter to a few 
friends, or, finally, where the company was a private 
company, 

The 1907 and 1908 Acts marked the utmost swing 
of the pendulum in the statutory permission to pay 
underwritmg commission It will be remembered that 
the nmeteenth-century objections to the payment of 
underwriting commission arose from the fear that such 
a commission was tantamount to the issue of shares 
at a discount The 1900 Act permitted companies to 
pay underwriting commission out of capital m the 
case of a pubhc issue only, and the pubhc were safe- 
guarded by the stipulation that the \mount of the 
underwritmg commission must be disclosed in the 
advertised Prospectus The Acts of 1907 and 1908 
extended the payment of underwriting commission 
to aU issues of capital whether advertised or not 
The only conditions were that the commission should 
he authorized by the Articles, and typical Articles, 
even of the greatest companies, gave 25 per cent as 
a maximum commission In less important companies 
the rate was sometimes larger, and the effect was 
precisely what the nmeteenth-century Judges had 
feared, for, irrespective of the authority by which 
the payment of the commission was clothed, the result 
was that in numerous cases shares were, m fact, 
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issued at a substantial discount An unjderwriting com- 
mission of 50 per cent has not been unknown 
The 1929 Act has redressed the excess swmg of the 
pendulum The maximum underwnting commission 
payable is now limited to 10 per cent Put shortly, the 
effect of the 1929 Act is that any company, publjc or 
private, can pay for the underwriting of its shares — 

If the payment is a commission. 

If it is authorized by the Articles of Association , 

If it does not exceed 10 per cent , 

If, m the case of a public company, there is dis- 
closure of the rate m the Prospectus or Statement 
in Lieu of Pipspectus 

Section 43, the relative section of the 1929 Act, 
deserves detailed consideration Changes from or addi- 
tions to the 1908 Act are in 'italics 

Commissions and Discounts 

Sect 43 (i) It shall be lawful for a company to pay s-ct +3 u) 
a commission to^any person in consideration of his sub- 
scribing or agreeing to subscribe, whether absolutely 
or conditionally, for any shares in the company, or 
procuring or agreeing to procure subscriptions, whether 
absolute or conditional, for any shares in the company 
if— 

(а) The payment of the commission is authorized 
by the Articles , and , 

(б) The commission paid or agreed to be paid does 
not exceed 10 per cent of the price at which the shares 
are issued or the amount or tate authorized by the 
Articles, whichever is the less , and 

(c) The amount or rate per cent of the commission 
paid or agreed to be paid is 

S-(6«3) 
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(i) In the case of shares offered to the public for 
subscription, disclosed in the prospectus , or 

(ii) In the case of shares not offered to the public 
for subscriptionP, disclosed in the statement in lieu 
of prospectus, or in a statement in the prescribed 
form signed in like manner as a statement in lieu 
of prospectus and delivered before the payment of 
the commission to the Registrar of Companies for 
registration, and, where a circular or notice, not 
being a prospectus, inviting subscription for the 
shares is issued, also disclosed in that circular or 
notice , and 

(<i) The mmher of shares whtch persons have agreed, 
for a commisston to subscribe absolutely is disclosed 
m manner aforesaid 

The words “absolutely or conditionally” in the 
opening sentence of the sub-section cover underwriting 
practice Underwiiting may be either “firm” or “con- 
ditional ” When underwntmg is “firm/’ the under- 
writer subscribes, or agrees to subscribe, for shares 
whether the issue proves to be a success or not The 
trust companies,forinstance,usuaIly underwrite “firm,” 
.either wholly or m part, when the issue is one that 
would provide a suitable holding for their portfohos 
To them "fiim ” underwntmg is a method of acquirmg 
shares they like at a discount If the issue goes weU, 
they receive a preferential allotment as "firm” under- 
wnters If the issue does not'go well, they stdl receive 
allotment m full, but they have the underwntmg com- 
mission to set off agamst any capital loss that may 
ensue if the shares go to a discount on the Stock Ex- 
change By the new provision of sub-section i {d), the 
number of shares that underwnters take “firm,” or m 
the words of the Act “absolute,” must be disclosed 
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This information should very properly be at the dis- 
posal of the potential investor 

"Conditional” sijbscription is the more usual form 
of underwritmg The underwriters* guarantee that they 
will take up the shares for which the public do not 
subscribe *’ 

The restriction of the maximum undenvnting com- 
mission to 10 per cent in sub-section i (J) was a much- 
needed reform It struck at one of the greatest abuses 
of company promotion m the 1926-28 period A 
powerful representative committee called the Com- 
pany Law Amendment Committee sat m 1925 and 
1926 to consider alterations that should be made in 
company law They heard much evidence on under- 
wntmg, but the only recommendation they made was 
in regard to the rate of commission, in these words — 

"F Underwriting Commission 

44 "At present the only lunit on the amount of 
underwriting commission is to be found in the com- 
pany's Articles of Association, and cases not in- 
frequently oc^ur where a company is empow'ered to 
pay underwritmg commission up to 50 per cent or 
even more This has enabled companies m effect to 
issue shares at a heavy discount and is in our opinion 
m other respects undesirable 

" Recommendation 

45 " We recommend.that a limit should be placed 
on the amount payable for underwriting commission 
so as to make it a genume ‘commission’ and we 
suggest 10 per cent on the nominal value of the 
shares underwritten ” 

The amount or rate per cent of the commission must 
be disclosed m the Prospectus, or Statement 111 Lieu of 
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Prospectus, or circular or notice inviting subscription 
for shares In the leading case of Dominion of Canada 
General Trading and Investment Syndicate v Bngstocke 
(xgzi), 2 KB 648, ft was held that, if a director paid 
money out of a company’s funds by way of commission 
wheif the payment was not disclosed, the company 
could recover the amount from hmi The section lays 
down that the rate or amount of the commission must 
be shown , it does not definitely state that particulars 
of the underwritmg contracts are to be disclosed The 
dates of and parties to the underwritmg contracts be- 
tween the company and the Mam Underwaters, and 
particulars of the mterest of any director m any undei- 
wntmg contracts, are, however, required to be stated 
by the Fourth Schedule to the Companies Act, 1929, 
to which we refer later 

The opening words of the section make it clear that 
the Act authorizes the pa37ment of underwntmg com- 
mission by aU companies, whether private or public 
The pubhc issue is not the only means by which a 
company raises capital Where only a ^mall amount of 
capital IS requnred, apphcation may be made to a hmited 
circle The issue may be one that appeals to a special- 
ized class of investors The promoter may find the 
money he wants among friends, relations, or chents 
Any case of this kmd is covered by the section 

(z) Save as aforesaid, no company shall apply any of 
its shares or capital money either directly or indirectly 
in payment of any commission, discount, or allowance, 
to any person in consideration of his subscribing or 
agreeing to subscribe, whether absolutely or condi- 
tionally, for any shares of the company, or procuring 
or agreeing to procure subscriptions, whether absolute 
or conditional, for any shares in the company, whether 
the ‘shares or money be so applied by being added to 
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the piirchase money of any property acquired by the 
company or to the contract price of any work to be 
executed for the company, or the money be paid out 
of the nominal purchase money or contract price, or 
otherwise 

Sub-section 2 prohibits the application of any* of a 
company’s shares or capital money, either directly or 
indirectly, m payment of underwriting commission 
except under the conditions laid down m sub-section i 
The words "either directly or indirectly" have special 
reference to the practice, before the 1900 Act, when 
the payment of underwriting commission by a company 
was not legal,' of providing the means to pay such 
commission by adding an amount to the agreed pur- 
chase price of the assets acquired by the company 
Underwriting was often necessary, the company was 
not allowed to pay a commission , the vendor was put 
m funds to pay the commission by receiving, say, 
£115,000 instead of £100,000 for the factory he was 
seUmg to the company Evasions of this kind, of 
course, always had abuses , and, now that underwritmg 
commission is legalized the old practice is prohibited 
It wdl be noted that the sub-section only deals ivith 
the payment of commission out of capital The words 
are "Save as aforesaid, no company shall apply any 
of its shares or capital money ’’ A company has always 
had the right of paying underwriting commission out 
of profits, or, if it has, the necessary power in its 
Articles, out of reserve Payment of commission out 
of profits or reserves is subject to none of the restric- 
tions laid down by the Companies Acts This is as it 
should be A company with accumulated profits is 
presumably equipped with a competent Board of 
Directors who are able to judge the proper amount 
of underwriting commission that should be paid under 
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such circumstances The law is chary of interfering 
■with the powers of a company in dealmg with its 
profits The law, so far as undeiwiitmg coirunission 
IS concerned, deals only with payments out of capital 
The section also does not prevent a company giving 
to its underwriters as their commission or payment 
an option to take up shares at par or above par This 
proposition is not so self-e-vident, and to estabhsh it the 
leading case of Hilder v Dexter (1902) (A C 474), finally 
settled in the House of Lords, should be considered 
When the igoo Act was passed, an influential body 
of opmion held that the correspondmg section in that 
Act prevented the givmg of a call for,further shares 
at par or at a premium to underwriters as consideration 
or part consideration The United Gold Coast Minmg 
Properties, Ltd , was incorporated in December, 1900, 
with a capital of £200,000 divided mto 200,000 shares 
of £x each In January, 1901, the Directors decided 
to issue one-sixth, or 33,333, of these shares They 
offered them, not to the pubhc, but to fourteen persons, 
of whom Mr Hilder was one, and ]ltli Hilder was 
allotted 6,975 For each share allotted, he was given 
the option for one year from gtd January, 1901, to 
take up at paj: another ordmary share of £x, and if 
the option were exercised, he had a further option to 
take up stiU another ordmary share at par durmg two 
years from 3rd January, 1901 In July, 1901, the £t 
shares were changmg hands at 57s 6d , and Mr Hilder 
gave the company notice that he exercised his option 
Mr Dexter, a shareholder of the company, promptly 
brought an action agamst Mi Hilder and the company, 
seekmg a declaration that the transaction was an illegal 
one The lower Court found for Mr Dexter Mr 
Hilder appealed, but the Court of Appeal confirmed 
that the transaction -^as illegal Mr Hilder then took 
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the case to the House of Lords There the decisions 
of the lower Courts were reversed, and it was held that 
the giving of the pption was not an application of 
shares or capital money, eithei directly or indirectly, 
m payment of a commission , Mr Hilder was entitled 
to exercise Ins option • 

Lord Davey’s judgment is lUuminating— 

"The first words to be construed are ‘apply any 
of its shares or capital money ’ I think that these 
words naturally mean apply its capital, either m the 
form of shares before issue, when they may be de- 
scribed as potential capital, or m the form of money 
denved from the issue of its shares ‘In pajnnent 
of any commission, discount, or aUow’ance’ I think 
this means payment by the company The woids 
'discount or allowance’ seem to mean the same 
thing, namely, a lebate on what would justly be 
due from the subscriber on his shares The advantage 
which the appellant wiU derive from the exercise of 
his option IS certamly not a ‘ discount or allowance,' 
because he will have to pay 20s in the pound for 
every share Nor is it, m my opinion, a commission 
paid by the Company, for the Company will not part 
with any portion of its capital which* is received by 
it intact, or indeed with any moneys belonging to 
it But the words relied on are 'either directly or 
indirectly,’ and the argument seems to be that the 
Company, by engaging to allot shares at par to the 
shareholder at a future date, is appljmig or usmg 
its shares m such a manner as to give him a possible 
benefit at the expense of the Company in this sense, 
that it forgoes the chance of issuing them at a 
premium With regard to the latter point, it may 
or it may not be at the expense of the Company 
I am not aw’are of any law which obliges a company 
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to issue its shares above par because they are saleable 
at a premium m the market It depends on the 
circumstances of each case whether it wdl be prudent 
or even possible to do so, and it is a question for the 
directors to decide But the point which, in my 
opinion, is alone material for the present is that the 
benefit to the shareholder from being able to sell 
his shares at a premium is not obtained by hrtn at 
the expense of the Company’s capital The prohibited 
application of the shares may be direct by allotting 
them as fuHy or partly paid up to the person under- 
writing the shares, or by allotting them in some other 
way with the mtention that they shall ultimately 
find their way to such peison or be appUed in pay- 
ment of his commission 

“ My Lords, it may be that in some particular case 
a contract such as that which your Lordships have 
before yon would be open to impeachment as im- 
provident, or an abuse, or m excess of the powers 
of the management committed to the directors In 
this case this question is as to the- powers of the 
Company itself, and not as to the due exercise of 
the directors’ powers I have come to the conclusion 
from a consideration of the language of Sect 8 sub- 
section 2 , that the prohibition therein contained 
extends only to the application, direct or indirect, of 
the Company’s capital m payment of a commission 
by the Company, and the transaction impeached in 
this case is not within it ” 

The Earl of Halshury, L C , as he had drafted the 
section of the igoo Act referred to, did not give judg- 
ment, but he said — 

“ I heartily concur m the judgment which my noble 
and learned friends have arrived at " 
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The decision was unanimous 

(3) Nothing m this section shall affect the power Ssoms (3) 
of any company t* pay such brokerage as it has here- 
tofore been lawful for a company to pay 

In most cases nowadays, custom insists upon the 
employment of an agent, and when an issue is made 
agents perform a useful function The two commonest 
types of agents of course, m this connection, are stock- 
brokers and banks They brmg an issue to the attention 
of their clients by the distribution of prospectuses 
They stamp their name on the apphcation form, and 
if the apphcation is accepted, they are paid a brokerage 
for then service Brokerage is quite different from 
imderwritmg commission The broker m no way guar- 
antees subscnptions , his function is merely to bring 
the shares to the notice of others Objection was taken 
to brokerage, of course, but m the closmg years of the 
nmeteenth century the practice was recognized m the 
Courts In the leading case of Metropolitan Coal Con- 
sumers’ Association v Scningeour (1895), the Court of 
.Appeal, as we have seen, held that a brokerage of 2} 
per cent was legal This decision has stood, and broker- 
* age up to z| per cent is usual 

(4) A vendor to, promoter of, or other person who sect 43 (4) 
receives payment m money or shares from, a company 

shall have and shall be deemed always to have had 
power to apply any p^rt of the money or shares so 
received in payment of any commission, the payment 
of which, if made directly by the company, would have 
been legal under this section 

This provision was first made m the 1907 Act and 
gave a much-needed relief to vendors or promoters 
The iQoo Act enabled underwriting commission to be 
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paid only by the company, and, at the same tune, put 
an end to the old custom of vendors or promoters 
increasing the purchase price of tjie assets by a sum 
sufficient to pay for underwiitmg In practice, how- 
ever, it IS often highly convenient that the vendors 
or promoters should arrange and pay for underwriting 
Sometimes, foi instance, a company buys a property 
or undertakmg, and m the purchase contract reserves 
the right to cancel the transaction unless a specified 
number of shares are underwritten or sub-underwritten 
within a certain period To ensure the carrying out 
of the contract it is obviously m the interest of the 
vendor or promoter that he should get shares under- 
written On the other hand, the vendor or piomoter 
has not a free hand The commission he pays must 
be such as would have been legal if the company had 
paid it directly For instance, it can in no circumstance 
exceed lo per cent 

(5) If default is made m complying with the pro- 
visions of this section relating to the delivery to the 
Registrar of the statement in the prescribed form, the 
company and every officer of the company who is in 
default shall be liable to a fine not exceeding twenty- 
five pounds 

For the first time m company legislation, the 1929 
Act has laid down a penalty in connection with under- 
WTitmg A fine of ^25 may be exacted if the rate or 
amount of underwntmg commission is not mserted in 
the statement that must be lodged with the Registrar 
of Joint-stock Companies at the time of every issue 
of capital 

The whole section emphasizes the necessity of making 
the pubhc fuUy awar§ of the amount or rate per cent 
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of the underwriting commission The object of the 
promoter is to make the Prospectus as attractive as 
possible, the object of the legislature is to prevent 
the public from bemg misled The'statutory provisions 
attempt to ensure that there shall be the fullest possible 
disclosure of the nature of the offer to the public^ and 
of the profits that promoters, vendors, directors, 
brokers, and underwriters will reap from it The public 
ought to know, in the first place, what they are puttmg 
their money into, and, in the second place, how the 
money will be spent 

UNDERWRITING AND THE PROSPECTUS 
The particulars that require to be shown in the Pro- 
spectus are grouped together m the Fourth Schedule 
to the 1939 Act The clauses in the Fourth Schedule 
that affect underwriters and underwritmg commission 
are as follows — 

Fourth Schedule 


Part I 

Matters Required to be Stated in Prospectus 
10 The amount, ^/ any, paid within the two preced- 
ing years, or payable, as commission (but not includ- 
ing commission to sub-underwriters) for subscribing 
or agreeing to subscribe, or procuring or agreeing to 
procure subscriptions, for any shares in, or debentures 
of, the company, or the rate of any such commission 

This repeats the provisions of Sect 43 of the Act, 
but, m addition, the pubhc are to be told the rate or 
amount of any commission that may have been paid 
in the two precedmg years The shrewd mvestor wdl 
draw his own conclusions if, for mstance, he obsen^es 
that the company has had to contract to pay its 
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underwriters a higher rate of commission m the issue 
he is considermg than m issues made a year or so 
previously ^ 

13 The dates of and parties to every material con- 
tract, not being a contract entered into in the ordinary 
course of the business carried on or intended to be 
carried on by the company or a contract entered into 
more than two years before the date of issue of the pros- 
pectus, and a reasonable time and place at which any 
such material contract or a copy thereof may be inspected 

Section 43 of the Act stipulates only that the rate 
or amount of underwriting commission must be dis- 
closed , but it wiU be seen that para 13 requires the 
date of the Mam Underwritmg contracts and the names 
of the imderwriters to be shown 

15 Full particulars of the nature and extent of the 
interest, if any, of every director in the promotion of, 
or in the property proposed to be acquired by, the 
company, or, where the interest of such a director con- 
sists in being a partner in a firm, the nature and extent 
of the interest of the firm, with a statement op all sums 
paid or agreed to be paid to him or to the firm in cash 
or shares or otherwise by any person either to induce 
him to become, or to qualify him as, a director, or 
otherwise for services rendered by him or by the firm 
in connection with the promotion or formation of the 
company 

This clause ensures that any director who has under- 
written must disclose his mterest in the underwritmg 

Particular attention should, however, be directed to 
the emphasized parenthesis of sub-section 10, which 
states that sub-undepvnting commission need not be 
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shown m the Prospectus Inferentially, no information 
need be given m regard to sub-underwntmg contracts 
This raises a most unportant question The Act of 
igoo, when it stipulated that a confpany issuing shares 
to the public could pay underwriting commission out 
of capital on condition that the contract, as a material 
contract, should be disclosed m the pubhc Prospectus, 
contemplated the position where underwriters were 
principals and guaranteed the issue In fact, however, 
as we shall see more fuUy m the foUowmg chapters, the 
underwriters with whom the company contracts have 
m the course of the present century, through the rise 
of the practice of contracting-out their obhgations to 
sub-underwnters, become less and less prmcipals and 
moie and more of the nature of brokers We shall 
notice the gradual deterioration m the provisions of the 
Mam Underwriting contracts which has given nse to 
the scandalous state of affairs revealed m the aftermath 
of the 1928 boom In 1929 seldom a day passed m 
which the financial Press did not report strong com- 
ments by the Cpurts or by the Board of Trade on the 
collapse of companies through the failure of sub- 
underwriters to fulfil their obhgations 
When the Company Law Amendment Committee 
took evidence on the proposed changes m the law that 
eventually materialized m the 1929 Act, the late Semor 
Official Receiver, Mr H C Burgess, strongly urged 
that, to prevent underwriting by irresponsible syndi- 
cates, particulars of all underwritmg contracts, with 
the names, addresses, and amounts underwritten, 
should be stated m a piomment manner m the Pros- 
pectus It was common knowdedge that the Mam 
Underwnting contract was often made by syndicates 
with only a nommal capital Mr Burgess also pomted 
out the practice where one man ^controlled a jiumber 



70 


CAPITAL UNDERWRITING 


of mterlockmg companies, and thiougli his control used 
these to underwrite shares issued by one or other of 
the group Members of the Committee objected that 
the proposals madeTby Mi Burgess were impracticable 
because they would entail the publication of hundreds 
of names Mr Burgess then suggested that a method 
might be found by which the names could be certified, 
but the Commission did not put forward any recom- 
mendations In the result, the legal position is, there- 
fore, that only the Mam Underwritmg contract is 
treated as material in the Prospectus, although m 
practice it may be set off by hundreds of sub-contracts 
No disclosure need be made of the capital even of the 
Mam Underwriters, or of who their sub-underwriters are 
or of the funds they possess To prevent the scandals 
to winch we have been so accustomed withm the past 
few years, we must apparently look to methods other 
than statutory enactment 

UNDERWRITING COMMISSION IN BALANCE 
SHEET AND ANNUAL RETURN 
The amount of underwriting commission paid must 
be disclosed m the balance sheet and m the annual 
summary of accompany The relative sections of the 
igzg Act are — 

Commissions and Discounts 
Sect 44 (i) Where a company has paid any sums 

by way of commission m rfespect of any shares or 
debentures, or allowed any sums by way of discount 
in respect of any debentures, the total amount so paid 
or allowed, or so much thereof as has not been written 
off, shall be stated in every balance sheet of the company 
until the whole amount thereof has been written off 
(2) If default IS made in complying with this section. 
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the company and every officer of the company who is ir 
default shall be liable to a default fine 

Annual Return» 

Sect io8 (3) The return must also state the address 
of the registered office of the company, and must conbam a 
summary distinguishing between shares issued for cash 
and shares issued as fully or partly paid up otherwise 
than in cash, and specifying the following particulars — 
(/) The total amount of the sums, if any, paid by 
way of commission in respect of any shares or debentures 

These sensible piovisions repeat coi responding sec- 
tions of the 1908 Act, except that Sect 44 (2) of the 
1929 Act, as part of the general process of tightening 
up the admmistiation of company law, authorizes the 
levying of a fine if underwriting commission is not 
shown on the face of the balance sheet 

THE UNDERWRITING OF DEBENTURE ISSUES 
It will have been observed that Sect 43 does not 
require the disclosure of commission paid for under- 
writmg debentuies The section confines itself to 
the issue of shares Sects 44 and 108, however, cover 
debenture issues They state that underwriting com- 
mission in respect of debentures must be shown on the 
balance sheet and m the annual return The Fourth 
Schedule to the Companies Act, 1929, which sets out 
the matters required to be stated m a Prospectus 
(para 10 on page 67), also enacts that underwriting 
commission on debentures, paid or payable within 
two years precedmg the issue, is to be shown m the 
Piospectus The Fifth Schedule to the Companies 
Act, 1929, gives the form of Statement in Lieu of 
Prospectus to be dehvered to the Registrar .by a 
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company which does not issue a Prospectus The state- 
ment in heu contams the provision — 

Amount, if any, paid or Amount paid ■£ 
payable as commission „ payable £ 
for subscribmg or agree- 
mg to subscribe or pro- 
curing or agreemg to 
procure subscriptions for 
any shares or debentures 
m the Company, or 

Rate of the commission Rate per cent 

In effect, therefore, the 1929 Act has brought de- 
benture issues mto Ime with share issues, except that 
there is no hmit to the rate of underwritmg commission 
that may be paid in connection with a debenture issue 

SUMMARY 

The law as it stands regarding underwritmg com- 
mission may be summanzed shortly as follows — 

1 A company, if it be authorized by its Articles, 
may pay out of capital a commission not exceedmg 
10 per cent for underwriting shares in its capital 

2 A company that agrees to pay such commission 
may pay it by way of the allotment of paid-up shares 
or debentures 

3 A vendor or promoter may pay a commission 
out of money coming to him from the company provided 
he discloses the payment and the Articles allow it 

4 A company may pay underwritmg commission 
out of undivided profits without the restrictions re- 
ferred to above 

5 A company may out of capital or profits pay for 
Underwritmg debentures or shares m any other com- 
pany owned by it 
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6 A company may give an option or call on- 
shares as consideration for underwntmg either shares, 
debentures, or other securities of the company 

7 Except as above, a company may not directly 
or indirectly pay any underwriting commissions for 
placmg Its capital 



CHAPTER VI 

THE MAIN UNDERWRITING AGREEMENT 

The Although underwriting is an essential part of the 

SnSnof machinery of raising capital, we have noted that the 
Smptnies Companies Acts Our 

legislators have had to give legal sanction to the practice 
by authorizing pa5mient of the commission on con- 
ditions, but they stiU hght shy of referiing to under- 
writmg by name It is no matter of surprise, therefoie, 
that the Companies Acts preserve silence as to the form 
or nature of the underwriting agreement 
The statutory provisions are directed to limiting the 
rate of commission that may be paid out of capital 
and to ensuring fuU and proper disclosure in Prospectus 
and balance sheet of the amount of commission paid 
or agreed to be paid for "procuring or agreeing to 
procure subsci iptions "for shai es Beyond these points 
the Companies Acts leave the arrangement of under- 
wntmg contracts to those who make them Provided 
that the Articles of a company permit payments out 
of capital for underwriting shares, that the rate of 
commission does not exceed lO per cent of the nominal 
value of the shares, and that proper disclosure of the 
payment is made, the vendor or promoter oi company 
entermg into an agreement for underwriting is left a 
fairly free hand Beyond applying the ordinary law 
of contract to any particular transaction the law does 
not help further 

ith underwriting agreement has gradually taken 

meet the needs of the money market, and there 
development ^^ye been many legal decisions defining its scope and 
power. It IS an ordinary civil contract, but every 
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effort has been made to give certamty to its parts, 
and the Court has always regarded the substance of 
the contract rather than its form There have been 
two mam lines of development CJn the one hand, the 
contract is now expressed as irrevocable and has 
acquired many of the characteristics of the power of 
attorney, and on the other hand the practice has grown 
of underwriters passing on part of their obligations 
to sub-underwriters In this and the succeedmg chap- 
ter. we shall be concerned mamly with the development 
of irrevocabihty and power of attorney , Chapters VIII 
and IX will trace the growth and influence of sub- 
underwnting 

As one would expect, the forms of the agreement have 
changed correspondmgly To illustrate the principles 
involved, we give an example of perhaps the best form 
of Mam Underwnting Agreement m use m current 
practice for mdustrial issues 
An Agreement made the day 

of 19 

Between • Limited, whose registered office 
IS situate at in the County of 

(heremafter called “the Company”) of the one part 
and whose registered office is situate at 

m (heremafter called “the 

Underwriters”) of the other part 

Whereas — 

(1) The Company is'mcorporated under the Com- 

panies Act, 1929, with a nominal capital of £ 
divided mto shares of each , 

(2) The Company is proposing to offer the whole 
of the shares m its capital for public subscription 
at par , 

(3) A prehmmary draft of the Prospectus offermg 
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the said shares for public subscription has been 
prepared and signed for identification by or on be- 
half of the parties hereto, but, it is contemplated 
that such draft may be altered m some respects 
before it is finally settled and dehvered for registra- 
ticfn to the Registrar of Companies , 

(4) The expression "the said Prospectus” as here- 
mafter used m these presents means, unless the con- 
text forbids, the said Prospectus as finally settled 
and dehvered for registration to the Registrar of 
Companies , 

(5) In anticipation of this Agreement bemg entered 

into, the Underwriters have handed to the Company 
their cheque for £ , being the deposit of 

per share payable on application for the shares hereby 
underwritten by the Underwriters 

Now It Is Hereby Agreed as follows— 

I For the consideration hereinaftei stated and 
subject as hereinafter mentioned, the Underwriters 
hereby underwrite the subscription ^of 
of the said shares of the Company on the terms 
of the said Prospectus, and shall lodge with the 
» Bank as the Company’s Bankers, 
before the day on which the said Prospectus is first 
advertised, applications by themselves and by sub- 
underwriters approved by the said Bankers, for all 
the shares hereby underwritten, together, in the case 
of sub-underwriters’ applications, with the sub- 
underwnters’ cheques for payment of the deposit 
of per share payable on apphcation for the 
shares sub-underwritten by them The shares sub- 
underwritten and for which sub-underwriters’ apph- 
cations approved by the said Bankers are so deposited 
shall total at least shares 
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II If on or before the closing of the Subscription 

List as specified in the said Prospectus not less than 
the whole of the s^aid shares shah, have 

been iona fide applied for by the public, excluding 
applications withdrawn before allotment or rejected 
by the directors of the Company as unsatisfaotory, 
then no allotment, except m respect of firm apphca- 
tions, IS to be made to the Underwriters or sub- 
underwriters m respect of their apphcations for 
shares 

III If withm such time as aforesaid less than the 

whole of the said shares are applied for 

by the pubhc, excluding such applications as afore- 
said, then the apphcations received shaU go m relief 
pro tanto of the sub-underwriters and the Under- 
wnters, who shaU be aUotted the residue only of the 
said shares not so apphed for by tlie 

pubhc, and for this purpose the Underwriters are 
to rank as sub-underwnteis in respect of any part 
of the said shares as shaU not be sub-underw'ritten 
as aforesaid , Notwithstandmg such allotment, the 
Underwriters shaU be responsible for and they hereby 
guarantee to the Compafiy the due and punctual 
payment by aU sub-underwriters to w^om aUotments 
are made of the application and aUotment moneys 
payable on the shares aUotted to them 

IV The Underwriters’ said cheque for £ 

shall not be presented by the Company for payment 
unless and until an eCUotment has been made to 
the Underwriters or the sub-underwriters or any of 
them on their underwntmg or sub-underwritmg 
applications, and some application or aUotment 
moneys on any of the shares so aUotted are unpaid 
at the expiration of 48 hours from notice of such 
aUotment bemg given to the Underwriters, p^nd the 
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cheque of each sub-underwriter accompanying his 
sub-underwntmg application shall not be presented 
for payment unless and untd an allotment shall have 
been made to &ch sab-underwriter on his said 
application, and some application or allotment 
moneys on the shares so allotted remain unpaid at 
the expiration of 48 hours after notice of such allot- 
ment shall have been given to such sub-underwriter 

V In consideration of and subject to the Under- 
writers duly carrying out the terms of this Contract, 
and paying or procuring to be paid aU application 
and allotment moneys payable by the Underwriteis 
or any sub-underwriters on any shares allotted to 
them, the Company wiU pay to the Underwriters m 
cash an underwriting commission of per cent 
and an ovemdmg comimssion of per cent upon 
the issue price of the shaies hereby underwritten 
by them, such commission to be paid withm seven 
days aftei the allotment of the shares hereby under- 
wntten Provided that, if an allotment is made to 
the Underwriters or any sub-underwriters, such com- 
mission IS not to be payable until the apphcation 
and allotment moneys payable m respect of the 
shares so aliotted are paid, and so that such com- 
mission may be applied by the Company m or towards 
pa5mient of such moneys 

VI The Underwriters hereby irrevocably authoi ize 
the Company and each of its Directors for the time 
bemg to put m, sign, and'complete on their behalf, 
in the event of their failing themselves so to do, 
an application or applications m respect of the said 
shares hereby underwritten or any part thereof so 
as to make the same' effective apphcations and to 
hand the same to the Company, and further hereby 
irrevocably authorize each of such Directors on their 
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behalf to conclude an agreement with the Company 
for an allotment to them pursuant to any such 
application And^this Contract and such apphcations 
as aforesaid shall be irrevocable on the part of the 
UndervTiters notwithstandmg any purported with- 
drawal on their part or purported repudiatisn of 
then responsibility hereunder or under the said 
applications and shall empower the Directors of the 
Company to allot to them the number of shares, 
if any. which they become liable to have allotted to 
them heieunder and to enter their names in the 
Register of Shareholders, and the Underwriters under- 
take forthwith after notice of any such allotment 
to them to pay to the Company the sums payable 
on apphcation and allotment for the shares so 
allotted 

VII This Agreement shall be void unless the said 

Prospectus is issued on or before the 
day of 19 

VIII The approval of the Underwriters shall be 
required to %ny alteration m the provisions of the 
said draft Prospectus 

In Witness whereof, etc 

A Mam Underwriting Agreement of this kmd is 
made between the Company on whose behalf the issue 
is takmg place and the Underwriters The Mam Under- 
writers guarantee the issiie They pass on their obliga- 
tion or part of it to sub-underwriters, but there is 
no prmty of contract between the sub-underwriters 
and the Company If the sub-underwriters fail to meet 
their obligations, the Company looks to the Mam 
Underwriters, m terms of the Agreement, to make good 
the deficiency Paragraph III is specific The Mam 
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Underwriters, for the part of the risk they have re- 
tained, rank equally with the sub-underwriters in 
accepting allotment of the residue of shares not applied 
for by the public , btft “ notwithstandmg such allotment, 
the Underwriters shall be responsible for and they 
hereby guarantee to the Company the due and punctual 
payment by all sub-underwriters, to whom allotments 
are made of the application and allotment moneys 
payable on the shares allotted to them ” Agam, under 
Paragraph V, the underwntmg commission is payable 
"m consideration of and subject to the Underwriters 
duly carrymg out the terms of this Contract, and paying 
or procurmg to be paid all application and allotment 
moneys payable by the Underwriters or any sub-under- 
writeis on any shares allotted to them " The Agree- 
ment is a Guarantee Contract The prmcipals are the 
Mam Underwriters and the Company The sub-under- 
writers are not parties to it 

It will be observed that the Agreement has many 
of the elements of a power of attorney and that it is 
expressed as bemg irrevocable ^ 

Paragraph VI is very wide If the Underwriters 
fad to hand m applications m terms of the Under- 
writmg Agreerqent, the Company is authorized to apply 
for the shares m the names and on behalf of the Under- 
waters If the applications put in by the Underwriters 
aie unsigned or otherwise incomplete, the Company is 
given power to sign and complete them This covers 
such contmgencies, for msthnce, as the apphcation 
forms bemg undated, or the date of the Prospectus 
bemg omitted An apphcation for shares must be m 
proper form and specific m aU material points, or the 
applicant may repudiate the allotment on the ground 
that the apphcation was defective The Company 
IS given the right to amend apphcations put in by 
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Underwriters to ensure that all legal requirements are 
fulfilled 

Whether the applications are made by the Under- 
writers or by the Company on bfehaU of the Under- 
writers, they cannot be withdrawn or repudiated They 
are irrevocable, and the authority to the Company to 
apply in the names of the Underwriters if the Under- 
writers fail to apply is likewise irrevocable In addition, 
each of the Directors of the Company is irrevocably 
authorized to accept allotment on behalf of the Under- 
writers pursuant to such applications, and to enter the 
names of the Underwriters m the Register of Members 
The Underwriters, on their part, undertake, imme- 
diately on receivmg notice of allotment, to pay the 
Company the sums due on application and allotment 
If they fail to do so, the cheque handed by them to 
the Company on or before the signing of the Agreement 
shall, under Paragraph IV, be presented by the Com- 
pany for payment The circle is therefore complete 

A moment’s reflection wfll show how necessary these 
powers are A^ underwriting contract is an msurance 
contract, covermg an immediate and specific nsk — 
the making of an issue of capital The whole future 
of a company may well depend on the ^validity of the 
underwritmg contract If the msurer can cancel or 
withdraw or repudiate the msurance, or if he is able 
to evade the contract by taking advantage of the many 
legal technicalities governing apphcations and allot- 
ments of shares, the Underwriting Agreement is hardly 
worth the paper it is wntten on Underwritmg is an 
onerous contract, and it is unfortunately true that the 
history of underwritmg practice is to a large extent 
a history of the ways and means by which Underwriters 
of unsuccessful issues have sought to evade then 
liabihties 
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Prior to the 1900 Act, when underwriting was still 
under a cloud, a certain class of Underwriters, when 
an issue went badly, refused to apply for the shares 
they had undeiwiitSen If A agrees with B to under- 
wnte and A refuses to apply for the shares, then prima 
facie. B cannot apply in A’s name To get over the 
difficulty the custom arose of B makmg it a condition 
of the contract that, in the event of A faihng to apply, 
B could do so m A’s name and on his behalf The 
practice then, as to a large extent now, was that 
Underwriters’ cheques were not presented until allot- 
ment A man usually underwrites because he thmks 
the prospects of the issue are good and hopes that his 
cheque wiU never be called on The Underwriters there- 
fore had a powerful weapon If the issue went badly, 
or if they thought it might go badly, or if they merely 
changed their minds about the pioposition, they could 
stop their cheques The issue was finally fought out 
in the Couits, and the leadmg case, Hannan's Empress 
Gold Mining and Development Co , Ltd (1896), 2 Ch 643, 
usually called Carmichael' s case, is of fundamental 
importance 

Hannan’s Empress Gold Minmg and Development 
Co , Ltd , was formed by Mr C B PhiUips in February, 
1896, to buy a minmg property from him foi £145,000 
The company had a nommal capital of £175,000 in 
£i shares, and the purchase price to be paid was £58,333 
m fuUy paid shares, £30,000 in cash, and £56,667 in 
cash or shares On 21st Febnfhry, 1896, Mr Carmichael 
signed an underwritmg contract in the form of a letter 
addressed to Mr Phillips as follows — 

“I agree, for the consideration below stated, to 
subscribe for 1,000 shares of the above issue, and 
to pay for the same on the conditions named in 
the firospectus, or, any modification thereof, or of 
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the title of the Company, or the directors or officers, 
so long as the capital of the Company and the pur- 
chase price of the propeity are not altered, and I 
hereby enclose my apphcation for such shares and 
a cheque for zs 6d per share deposit m respect 
of such shares, which deposit I authorize and request 
you to pay over to the above-named Company , and 
I undertake to pay the further moneys payable m 
respect of any shares I have to take up under the 
terms of this contract 

If, on or before the public issue of the prospectus, 
there are 60,000 shares of the above issue bona fide 
and duly applied for by the public, then no allotment 
IS to be made to me in respect of this agreement, 
and my application and the said deposit is to be 
forthwith returned to me by the said Company If 
less than 60,000 shares are applied for by the public, 
then I am only to be allotted my proportion of the 
deficiency between the amount so subscribed for by 
the pubhc and such 60,000 shares, pro rata with any 
other person^ who have signed or may sign under- 
writmg contracts m connection with the above issue 

If on the pubhc issue of the prospectus, and befoie 
the closmg of the hst, I dehver to you apphcations 
for shares from responsible persons to your satis- 
faction, such apphcations shall go prmiarily m rehef 
of my obligation under this contract 

In either case, I am to receive from you a com- 
mission of per cenf m cash and 7^ per cent m 
fuUy-paid shares of the said Company upon the total 
shares hereby underwritten by me within 14 days 
after the completion of the purchase by the above 
Company, if the whole of such 60,000 shares are 
applied for by the public, but in the event of the 
public not applying for the whole of such *60,000 
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shares, then such commission is to he payable hy 
you within 14 days after payment by me to the 
Company of the allotment-money in respect of my 
proportion of the deficiency of such shares, or the 
completion of the purchase by the above Company, 
whichever event shall be last , and I authorize you, 
if you thmk fit so to do, to apply my said commission 
or any part thereof m payment to the Company of 
or on account of the said allotment moneys 

I further agree that this agreement and my said 
application shall be irrevocable on my part, and shall, 
notwithstandmg any withdrawal on my part or any 
repudiation of my responsibility hereunder or theie- 
under, be sufficient to authorize and empower you to 
make any further or other application on my behalf, 
and also be sufi&cient to authorize and empower the 
directors of the Company to allot to me the before- 
mentioned shares, and to enter my name on the 
Register of Members in respect thereof ” 

Mr Carmichael signed this letter addressed to Mi 
Phillips, the promoter, and the promoter by letter 
accepted The Company was duly incorporated, and 
the subscription hst was advertised to open on 27th 
March, 1896, and close on 30th March On 27th March, 
Mr Carmichael, who had sent his application with the 
underwriting letter, stopped the cheque for the deposit 
On 30th March, he wrote to the promoter and to the 
secretary of the Company repudiating the agreement 
On 2nd April the promotei applied on behalf of Mr 
Carmichael for 980 shares, the number that, as a result 
of the issue, he was bound to take up The Company 
allotted these shares and put Mr Carmichael on the 
Register of Members Mr Carmichael applied to the 
Court to have his name removed from the Register 
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The Court held that Mr Carmichael was not entitled 
to have his name removed from the Register, for the 
authority given m the underwriting contract was an 
authority coupled with an mterest tind was, therefore, 
not revocable Where there is a contract for valuable 
consideiation givmg to one of the parties to the pon- 
tract an authority, the other party cannot put an end 
to the authority by repudiatmg it An underwntmg 
contract has valuable consideration m the commission, 
and the authority it gives to apply for shares or other- 
wise cannot be revoked In these respects the under- 
writmg contract acts as a power of attorney 
! The two prmciples of irrevocability and power of 
'attorney are the distinguishmg characteristics of the 
^ Underwntmg Agreement It took many years to estab- 
hsh them, but now that they are established, the 
Underwntmg Agreement is a powerful and efficient 
document 
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THE MAIN UNDERWRITING AGREEMENT- 
ANALYSIS OF PROVISIONS 

The great principles of irrevocability and power of 
attorney are fundamental to the Underwriting Agree- 
ment In addition, the parties to underwriting con- 
tracts have used all their endeavours to give certainty 
to the terms of the contract, and the Courts have co- 
operated by looking at the substance of tlie contract 
rather than its form At the same time, they have 
definitely rejected attempts to import into Under- 
writing Agreements implied conditions that might re- 
strict or weaken the express terms of the contract 
In the past twenty-five years, underwriting contracts 
have become clear-cut and defimte Loopholes have 
been stopped up and vague terms avoided 

There have been many forms of Underwriting Agree- 
ments, but in the last decade the types in common 
use have tended to become standar4ized There are 
still considerable variations in practice At one end 
of the scale, lor instance, we have Messrs MuUens, 
Marshall & Co„ the Government Brokers, whose under- 
writing agreement is expressed in a few lines, or 
Rothschilds, whose usual agreement is merely a letter 
m the following tenor — 

“We agree to underwrite the above issue on the 
hnes of the enclosed prospectus at a commission of 
percent ” 

In view of the reputation of the Government Brokers 
and of a few houses hke the Rothschilds, these mformal 
Agreements are enough They do not even mention 
sub-underwriters Of course, such Underwiiters pass on 
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a substantial part of their obhgation, but they need 
scarcely fear that then: sub-underwriters wdl default It 
IS rightly considered an honour to be on such sub-under- 
writing lists althougli, in the past fo«r years of financial 
stringency, it has been an honour that some people 
would wilhngly have forgone If a sub-undervyiter 
defaulted, he would be struck off the list, and his credit 
would suffer in every direction In the unlikely event 
of a default, the Underwriters, of course, would shoulder 
the responsibility at once The sub-undei writers on 
the hsts of such houses are, however, unlikely to default 
Rel3nng on the reputation of then pnncipals, they take 
what IS offered In fact, these principals do not so 
much offer sub-underwritmg as allot it The process 
is, m a way, reminiscent of the eighteenth century 
days when the houses responsible for public issues 
dispensed their favours among the Court, the nobility, 
Members of Parliament, and faithful City friends, who 
made a handsome profit when dealmgs in the issues 
opened on the Exchange 

These houses^ however, rarely touch the industrial 
issue, which is the one that mainly concerns us The 
history of industrial issues in this country, as we have 
seen, has not been an altogether hap;gy one, and it 
IS to the Underwriting Agreement m this connection 
that attention is directed The Agreement for a share 
issue is nowadays substantially on the hnes of the 
example given on page 75 In Chapter X we give 
a shghtly different form used by some issumg houses , 
but it will be seen that the two differ very httle m 
essentials The final standardization of the Mam 
Agreement is an aim greatly to be desired In all 
other branches of insurance, standard forms of policies 
have been evolved Almost every word and phrase 
of these pohcies has been legally defined Their meaning 
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IS reasonably sure Any deviation from the standard 
form IS clearly shown on the face of the pohcy There 
have been so many legal decisions on the nature, form, 
and contents of the Underwntmg" Contract, and there 
IS such substantial agreement on these matters among 
issuing houses, sohcitors, busmess men, banks, and 
accountants, that it should not now be a task of very 
great difbculty to devise a standard form As it is, 
there is, perhaps, no branch of City practice that is 
wrapped m such obscurity Mam Underwntmg Agree- 
ments are kept carefully locked up m the safes of City 
sohcitors and of issuing houses Their secrets are 
jealously guarded The sub-underwriting letter goes 
to so many people that its form is widely known , but 
it would be a hardy sub-underwriter, even m these 
days, who dared to ask for mspection of the Mam 
Agreement The only occasions when the contents of 
Mam Underwriting Agreements have been divulged 
have been m the course o^ legal disputes, when Agree- 
ments or portions of them have been read out m Court 
It IS submitted that this is not a healthy state of affairs, 
and that the sooner a standard Agreement is settled and 
pubhshed, the better for capital issues generally 
The Agreement given on page 75 we consider to 
be a good Agreement Its mam provisions deserve 
closer examination 

AN AGREEMENT made the day of 19 , 

BETWEEN Limited, whose registered office 

IS situate at in the County of 

(hereinafter called “ the Company ”) of the one part and 
whose registered office is situate at 
m (hereinafter called “ the 

Underwriters ”) of the other part 


Thc^A^e- 

bet^^n 
company and 
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WHEREAS— 

(i) The Company is incorporated under the Companies 
Act, 1929, with a nominal capital of £ divided 

into shares of each , 

The Agreement is made between the Company and 
the Underwriters The sub-underwriters are not parties 
to it 

The closest mvestigations have been made by the 
issumg house before the Agreement is prepared When 
affairs have become so far advanced, it is usual m the 
case of a new company for the issuing house to insist 
that the company be registered It has not been 
unknown, however, that a promoter had to satisfy his 
principals that underwntmg was secured before they 
would incur the expense of registration He had to 
produce an underwriting contract, but obviously a 
company not yet m existence cannot be a party to 
an agreement The difficulty is surmounted by appomt- 
mg a trustee for the proposed company, and the Agree- 
ment IS made lietween the trustee and the Under- 
writers The clause given above would, m such a case, 
require to be modified correspondmgly The rest of 
the Agreement stands, but at the en 5 there would 
be a provision on the foUowmg hnes — 

“The Trustee is to be at hberty on behalf of the 
Underwriters to concur ynth the Company m makmg 
a contract under which the Company is to take the 
place of the Trustee for the purposes hereof, and 
if such contract is not duly made before the publica- 
tion of the prospectus (or some other date or time 
to be determmed) the Underwriters are to stand free 
from all obhgations hereunder ” 
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(2) The Company is proposing to offer the whole of 
the shares in its capital for public subscription at par, 
This IS the widest case, where a company is offering 
the whole of its capital for public subscription, and 
refers, of couise, only to a new company 

(T) a preliminary draft of the Prospectus offering the 
said shares for public subscription has been prepared 
and signed for identification by or on behalf of the parties 
hereto, but it is contemplated that such draft may be 
altered in some respects before it is finally settled and 
delivered for registration to the Registrar of Companies, 
(4) The expression “ the said Prospectus ” as herein- 
after used m these presents means, unless the context 
forbids, the said Prospectus as finally settled and de- 
livered for registration to the Registrar of Companies 
Para VIII The approval of the Underwriters shall 
be required to any alteration in the provisions of the 
said draft Prospectus 

One of the commonest methods by which Under- 
writers used to evade their obligations was the plea 
I agreed to underwrite on the basis 61 the draft Pro- 
spectus you gave me The draft has been altered without 
my consent, the basis of the Agreement has therefore 
been changed,*' and I repudiate the contract While an 
Underwriter stands m a less favourable position than 
an ordinary apphcant for shares as regards rehef on 
the grounds of defects m the Prospectus, there were 
nevertheless many instances m the early days of this 
century when Underwriters successfully repudiated their 
contracts on these grounds It was unfortunately not 
uncommon for Underwriters, when they saw that an 
issue had gone badly, simply to refuse to fulfil their 
bargam Underwritmg had ]tist recently become re- 
spectable It had not fuUy emerged from the shadows 



THE MAIN UNDERWRITING AGREEMENT gi 

Defaulting Underwriters relied on the reluctance of 
companies to sue them owmg to the delays and pub- 
licity involved For these reasons, it became customary 
to draft the clause* regardmg thS Prospectus in as 
general terms as possible, or at any rate with ample 
provision for modification The widest possible clause 
IS somewhat on the foUowmg terms — 

“The obligation of the Underwnters hereunder is 
to hold good notwithstanding any variation between 
the draft prospectus submitted to them, as above 
referred to, and the prospectus as finally settled and 
pubhshed, provided that the amount of the capital 
of the company, namely, £ , divided mto shares 

of £i each is not altered ” 

The more usual clauses are, however, those given 
above The draft Prospectus submitted to the Under- 
writers IS signed for identity by the Underwriters, and 
alterations to it must have their consent, which, on 
the other hand, may not be unreasonably withheld 
There is not usually much trouble m regard to altera- 
tions m the Prospectus subsequent to the signmg of 
the Agreement Both parties to the Agreement are by 
that time too deeply mvolved, and it is right that any 
alterations be mutually agreed upon 

The Courts, however, as we have emphasized, look 
to the substance of the contract They will not, for 
instance, hold the Underwnters or sub-underwriters 
bound if there is some material change made m the 
objects of the Company The venture to be launched 
must be substantially the venture descnbed in the 
draft Prospectus submitted to the Underwriters , it must 
not be a new venture Even in this latter case, how- 
ever, if it could be proved that the Underwriters entered 
into the contract relymg on the names of the directors 
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only, the principle of irrevocability applies and there 
IS no rehef 

(5) In anticipati(;^n of this Agreement being entered 
into, the Underwriters have handed to the Company 
their cheque for £ , being the deposit of per 

share payable on application for the shares hereby under- 
written by the Underwriters 

Para IV The Underwriters’ said cheque for £ 
shall not be presented by the Company for payment 
unless and until an allotment has been made to the 
Underwriters or the sub-underwriters or any of them 
on their underwriting or sub-underwriting applications, 
and some application or allotment moneys on any of 
the shares so allotted are unpaid at the expiration of 
48 hours from notice of such allotment being given to 
the Underwriters, and the cheque of each sub-under- 
writer accompanying his sub-underwritmg application 
shall not be presented for payment unless and until 
an allotment shall have been made to such sub-under- 
writer on his said application, and some application or 
allotment moneys on the shares so "’allotted remain 
unpaid at the expiration of 48 hours after notice of such 
allotment shall have been given to such sub-underwriter 

It IS now common practice that the Underwriters, 
as evidence of good faith, should, either in anticipation 
of the Agreement or on signing the Agreement, hand 
their cheque to the Company foi the whole amount 
due on apphcation for the' shares underwritten On 
the other hand, it is only fair that the Underwriters 
should stipulate that this cheque be not presented until 
the risk underwritten has matured The Underwritmg 
Agreement is a guarantee contract, it is not a firm 
apphcation for shares The irrevocable nature of the 
Agreement and the power of attorney element in it 
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give the Company adequate safeguards Underwriters 
contend that it would he an unduly onerous condition 
if their cheques wgre cashed immediately and they 
were compelled to he out of this substantial amount of 
money in the interval between the making of the 
Agreement and the actual allotment of shares, when the 
necessity of allotment to them might never anse 
The practice is that, if subscriptions from the pubhc 
fall short of the total offered, allotments are made to 
the Underwriters and approved sub-underwriters 
These gentlemen are mformed of the amount due on 
application and allotment, and they are given, say, 
48 hours’ notice to pay If payment is not made, the 
Company then has the right to present the Under- 
writers’ cheque which was handed over at the time 
of signmg the Agreement m cover of the sums due on 
application for all the shares underwritten Under the 
provisions of Paragraph VI (see page 78), if any of 
the sub-underwriters fail to pay, the Underwriters 
must make good the default Paragraph IV may, 
therefore, be legarded as the general provision against 
default by the Mam Underwnters themselves 

NOW IT IS HEREBY AGREED as follows— 

I For the consideration hereinafter stated and subject 
as hereinafter mentioned, the Underwriters hereby 
underwrite the subscription of of the said 

shares of the Company on the terms of the said Pro- 
spectus, and shall lodge with the Bank 

as the Company’s Bankers, before the day on which 
the said Prospectus is first advertised, applications by 
themselves and by sub-underwnters approved hy the satd 
Bankers, for all the shares hereby underwritten, together, 
in the case of sub-underwriters’ applications, with the 
sub-underwriters’ cheques for pqjnuent of the deposit 



94 CAPITAI. UNDERWRITING 

of per share payable on application for the shares 
sub-underwntten by them The shares sub-underwritten 
and for which sub-underwriters’ applications approved 
by the said Bankers"are so deposited shall total at least 
shares 

As the first mam provision of the Agreement, this 
rightly gives the all-important information of the 
number of each class of shares underwritten The 
issumg house is usually the Mam Underwriter In that 
case the number of shares underwritten should be at 
least the minimum subscription required by the Com- 
pames Act, 1929, and is preferably the whole issue 
offered to the public, less perhaps the known apphca- 
tions already made or agreed to be made by durectors 
and other connections of the Company 

The Underwriters do not sign an application for 
shares at the tune of makmg the Agreement In the 
example given provision is made for approved sub- 
underwriters The general nature of the contract makes 
a separate application by the Underwreters for aU the 
shares underwritten an unnecessary formahty The 
Underwriters intend to pass on a substantial part of 
theur obligation to approved sub-underwriters They 
bmd themselves to lodge with the Company’s bankers, 
before the day on which the Prospectus is first adver- 
tised, apphcations, accompanied by the relative 
cheques, from approved sub-underwriters up to a 
mmimum amount, and their own apphcation for the 
balance of the issue not sub-underwritten 
suh-nnder In the paragraph quoted above, we have suggested 
that sub-underwriters should be approved by the Com- 
pany’s bankers This is not usual practice It is the 
only instance m the typical Underwntmg Agreement 
where we have departed from current practice It is 
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a departure of importance, and we hope to justify it 
m the concluding chapter In current practice the 
expression used is “^approved sub-underwriters,” and 
the "approval” is done by the Company, that is to 
say, by its directors In the case of the new Company, 
where Mam Underwriters and issuing house are usually 
one, approval of sub-underwriters by the Board has 
too often m the recent past been a mere formahty 
It IS an essential part of the typical Agreement that 
applications, whether by Underwaters or by approved 
sub-underwriters, be lodged before the Prospectus is 
advertised It was, however, at one tune qmte common 
to have Agreements where apphcations were not to be 
made until the subscription list was closed The corre- 
spondmg paragraphs m such Agreements ran somewhat 
as follows — 

"For the consideration heremafter stated and sub- 
ject as heremafter mentioned, the Underwriters 
hereby underwrite the subscription of shares 

of the Company on the terms of the Company’s 
Prospectus aS*finaUy settled and pubhshed and upon 
the form accompanying or referred to m such 
Prospectus 

If upon the publication of the Prospectus, the 
whole of the said shares shall be taken 

up by the public, then no allotment is to be made to 
the Underwriters, but if the whole shall not be so 
taken up, the Underwriters shall be called on to 
subscribe for and take up the residue ” 

An Agreement of this kmd was a guarantee contract , 
but no cheque passed until allotment The well-known 
Ormerod’s case (1894), 2Ch 475, was fought on this 
issue The Underwriter did not apply, and when he 
was sued, pleaded that he only .undertook to apply 
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if called on, and he was not called on to apply Under 
such circumstances, an allotment is not good if it is 
made before the Underwritei ha;^ been called on to 
apply for his proportion of shares 
The element of uncertainty caused by this and sub- 
sequent decisions was overcome by grafting the power 
of attorney element on to such Underwritmg Agree- 
ments by a paragraph m the following terms — 

"As soon as conveniently may be after the time 
fixed by the Prospectus for the closing of the sub- 
scription hst, and m any case not later than twenty- 
four hours thereafter, the Company is to mform the 
Underwriters of the number of shares for which the 
Underwriters are to subscribe in pursuance of Para 
hereof, and unless within twenty-four hours from 
such notice being given the Underwriters apply for 
the same the Company is to be at liberty to treat this 
Agreement as the application of the Underwriters 
for the same, and the Underwriters hereby undertake 
to pay the allotment money immediately after re- 
ceivmg notice of allotment The cSrtificate of the 
Company m writmg that the Underwriters have so 
failed and as to the number of shares they are bound 
to take shalfbe conclusive ” 

The practice, if it is met with at aU nowadays, is 
probably confined to small issues by promotmg syndi- 
cates It is not a satisfactory practice, and, with the 
standardization of the Underwritmg Agreement, it is 
hoped that it wiU disappear completely 

11 If on or before the closing of the Subscription List 
as specified in the said Prospectus not less than the 
whole of the said shares shall have been 

bona fide applied for by the public, excluding applica- 
tions withdrawn before allotment or rejected by the 
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directors of the Company as unsatisfactory, then no 
allotment, except in respect of firm applications, is to be 
made to the Underwriters or sub-underwriters m respect 
of their applications for shares ’ 

If the public subscribe m full and the Directors allot 
in full, the Underwriters are reheved of their obligations 
' The Directors must have a certam amount of discretion 
I as to whom they will allot If they have knowledge that 
certam applicants for shares are persons of httle sub- 
stance who will be unable to pay the calls when they 
fall due, it IS their duty to reject the applications The 
stipulation that applications rejected by the Directors 
as unsatisfactory shall not go m rehef of the Under- 
writers’ obhgations is a necessary one As to how far 
it is effective is another question A not uncommon 
method by which a certain class of unscrupulous Under- 
writers m the 1927-29 period evaded their obhgations, 
if an issue was going badly, was to put forward persons 
of straw for large apphcations These Underwriters 
were usually small issumg houses of not much reputa- 
tion Most issiamg houses control a number of com- 
pany registrations — 'the debris of past inquiries and 
investigations that did not get so far as a public issue 
A company was registered but no business was done 
The only shares allotted may have been the shares 
to the signatories of the Memorandum and Articles 
If an unscrupulous issuing house, workmg with a com- 
plaisant Board, wished to evade its underwntmg con- 
tract, it put m applications for shares m the names 
of such companies When the Board allotted the shares, 
the Underwriters were reheved The cheques for the 
sums due on application might or might not be met 
If they were not met, the shares were forfeited If 
they were met, the Underwriters usually had a market 
deal m mmd 
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It IS easy to blame a Board for allottmg such 
shares , but their difficulties should be borne m mind 
These practices, or malpractices, took place m the case 
of small issues by sniall issumg houses The issues were 
usually on behalf of new companies of poor quality 
formed to take advantage of the investors’ craze of 
the moment One has only to recoUect, for example, 
the nature of some of the gramophone issues of 1928 
and 1929 The Directors of such companies had usually 
little or no financial experience, and certam of them, 
probably including the Chairman, were nommees of the 
issumg house and so of the Underwriters The issumg 
house could put up a very specious case to them for 
the necessity of allottmg on such applications Pubhc 
knowledge that the issue had failed would be a disaster 
On the other hand, a notice prominently displayed m 
the Press that the issue had been over-subscribed was 
essential if a market were to be made m the shares 
The vendor to the new company, who. under these 
circumstances, had probably been persuaded to put 
m a large application for shares to be satisfied out of 
his cash consideration, would add his plea to the argu- 
ments of the issumg house There might be a recal- 
citrant directorr-with a reasonably keen sense of moral 
values He would resign The rest of the Board, after 
some heart searchmgs, perhaps, would proceed to 
allotment 

No Underwritmg Agreement, be it ever so carefully 
drawn, can prevent a practice of this kmd It is outside 
the scope and power of the Agreement What the 
Underwntmg Agreement can do, however, is to give 
the Board of the Company power to reject applications 
that they regard as unsatisfactory, and to refuse to 
consider any such applications as gomg m rehef of the 
Underwaters’ obligations 
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III If Within such time as aforesaid less than the whole 
of the said shares are applied for by the public, 

excluding such applic§itions as aforesaid, then the appli- 
cations received shall go in relief pw tanto of the sub- 
underwriters and the Underwriters, who shall be allotted 
the residue only of the said shares not so applied for 
by the Public, and for this purpose the Underwriters 
are to rank as sub-underwriters in respect of any part 
of the said shares as shall not be sub-underwritten as 
aforesaid Notwithstanding such allotment, the Under- 
writers shall be responsible for and they hereby guarantee 
to the Company the due and punctual payment by all 
sub-underwriters to whom allotments are made of the 
application and allotment moneys payable on the shares 
allotted to them. 

When the public do not apply in full, or when, after 
the Directors have used their discretion in rejecting 
unsatisfactory applications, the whole issue is not 
allotted to the pubhc, the Underwriters must take up 
the residue While the Underwriters may pass on a 
large part of llieir obhgation, they often retam a 
substantial portion for their own account For the 
purpose of defining the proportion m which shares shall 
be allotted, it is usual to provide tha* the Under- 
writers, for the underwriting they have retamed, rank 
equally with the sub-underwriters ui taking up the 
residue They are, however, m the paragraph given, 
responsible for the due and punctual payment by all 
sub-underwriters of the moneys due by the latter on 

i apphcation and allotment Sub-underwriters are recog- 
nized by the Agreement, but they are not parties to 
it The Mam Underwriters are the guarantors of the 
issue, and the Company looks to them if any of the 
sub-underwnters defaults The Underwriters, of course, 
as we shall see, cover themselves -by obtammg from 
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each sub-underwriter an Agreement that corresponds 
m many particulars to the Mam Agi cement, an applica- 
tion for the shares sub-underwritten, and a cheque in 
payment of the suA due on application for such shares 
In the case, not so common to-day as it used to be, 
when there are a number of Mam Underwriters, it is 
not unusual for a further provision to be mserted m 
this paragraph on the foUowmg hnes — 

“All applications mitialed by the Underwriters 
and approved by the Company, sent m by the Under- 
wnters to the Company prior to the tune fixed by 
the Prospectus for closing the list of subscribers, are 
to be applied m further rehef of the Underwriters’ 
obhgation to subscribe hereunder, and shall not be 
considered subscriptions by the Pubhc ” 

This position is, in prmciple, quite fau, and was 
contemplated even by the 1900 Act when it described 
underwriting commission as payment “to any person 
m consideration of his subscribing or agreeing to sub- 
scribe, whether absolutely or conditionally, for any 
shares m the company, or procurmg or agreemg to 
procure subscriptions, whether absolute or conditional, 
for any shares m the company ’’ When an Under- 
writer procures applications, it is not unreasonable that, 
as agamst other Underwriters, the allotments m respect 
of these apphcations should be set off agamst his under- 
writmg obhgations The practice, however, unless care 
is exercised, leads away from the guarantee principle, 
and there are loopholes for evasion m the “approved” 
clause Applicants procured m this way should be 
treated in precisely the same way as sub-underwriters 
When there is only one Mam Underwriter, as is the 
usual case when a company puts the issue m the hands 
of a well-known issumg house, the point does not arise 
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If the Mam Underwriter were to use this provision, 
he might be held to be discrimmatmg agamst his own 
sub-underwnters , and that is a view he would not 
hke to be taken The practice, iiwfact, is a survival 
of early sub-underwritmg methods, and it is hoped 
that it will now disappear 

The corresponding provision possible to Mam Under- 
writers is given in the type paragraph quoted above 
" and for this purpose the Underwriters are to rank 
as sub-imderwriters m respect of any part of the said 
shares as shall not be sub-underwritten as aforesaid ” 
This is sometimes carried a stage furthei m words such 
as these “As between the Underwriters and the sub- 
underwriters, the Company shall allot to the sub- 
underwnters in rehef of the Underwriters the full 
amount of the said residue of shares apphed for 
by the sub-underwriters” The clause in the type 
paragraph obviously inspues more confidence, and is 
considered preferable 

V In consideration of and subject to the Underwriters 
duly carrying out the terms of this Contract, and paying 
or procuring to be paid all application and allotment 
moneys payable by the Underwriters or any sub-under- 
writers on any shares allotted to them, the Company 
will pay to the Underwriters in cash an underwriting 
commission of per cent and an overriding com- 
mission of per cent upon the issue price of 

the shares hereby underwritten by them, such com- 
mission to be paid within seven days after the allotment 
of the shares hereby underwritten Provided that, if an 
allotment is made to the Underwriters or any sub-under- 
writers, such commission is not to be payable until the 
application and allotment moneys payable in respect 
of the shares so allotted are paid, and so that such 
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commission may be applied by the Company m or 
towards payment of such moneys 

The Underwriters’ reward is their commission Now 
that the practice of sub-underwriting is recognized, the 
commission is usually expiessed m two parts — as an 
Wd^rwriting commission and an ovemdmg com- 
Imission The ovemdmg commission is the remunera- 
tion of the Mam Underwriters for their responsibility 
and trouble m the matter, the underwriting com- 
mission IS the pa5mient that may be passed on wholly 
or in part to the sub-underwriters 

The rate of the comnussion to be paid depends, 
naturally, on the prospects of success that it is judged 
the issue wdl have The knowledgeable investor always 
scrutmizes closely the short description of the under- 
writmg contract, given usually, it is regretted to say, 
m very small t3^e m an mconspicuous position at the 
end of the Prospectus The rate of the overriding and 
underwritmg commissions and tlie standmg of the 
Underwriters are at once an index of the nature of 
the issue and of its status 

The time when the commission is payable is stated 
In the example given, it is payable within seven days 
after allotment., but if Underwriters or sub-underwriters 
have been called on to take up shares m terms of the 
Underwntmg Agreement, it is not due until the applica- 
tion and allotment moneys on these shares have been 
paid The Company is given authority, if it chooses, 
to apply the commission m or towards payment of 
such apphcation and allotment moneys 

In addition to the cash commission, sometimes per- 
haps m heu of it, there are m occasional issues, by way 
of further consideration, rights to receive preferential 
allotment of a different class of share or an option to 
take up shares at par withm a certam time In the 
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case of Htlder v Descter reported in Chapter V, Mr 
Hilder was given, for each share allotted, the option 
for a year to take up at par another ordinary sliare 
of {i, and if the optidn were exercisod, he had a further 
option to take up stiU another ordinary share at par 
When a right of this kind is given in an Underwriting 
Agreement, the clause usually runs somewhat as 
follows — 

"As further consideration, the Underwriters are 
to have the right, exercisable at any time before the 
day of , 19 , to call for the allot- 
ment at par of share (s) in the capital of 

the Company for every share(s) underwntten by 
them Every such call must be m writmg under the 
hand of the Underwriters, served on the Company, 
and accompanied by the par value of the shares 
called for, and the Company is to allot the shares 
so called for to the Underwriters or to their nommees 
as the Underwriters may direct, and each call may 
comprise so many of the said shares as the Under- 
writers choosa,” 

The underwritmg of most mming ventures is m 
the hands of one or other of the great mmmg gioups 
It is a usual provision m their Underwriting Agreements 
to have as part of the underwntmg consideration a 
call on shares at par 

VI The Underwriters hereby irrevocably authorize 
the Company and each of its Directors for the time being 
to put m, sign, and complete on their behalf, in the event 
of their failing themselves so to do, an application or 
applications in respect of the said shares hereby under- 
written or any part thereof so as to make the same 
effective applications and to hand the same to the Com- 
pany, and further hereby irrevocably authorize each of 



104 CAPITAL UNDERWRITING 

such Directors on their behalf to conclude an agreement 
with the Company for an allotment to them pursuant 
to any such application And this Contract and such 
applications as afou^said shall be ifrevocable on the part 
of the Underwriters notwithstanding any purported 
withdrawal on their part or purported repudiation of 
their responsibility hereunder or under the said applica- 
tions and shall empower the Directors of the Company 
to allot to them the number of shares, if any, which 
they become liable to have allotted to them hereunder 
and to enter their names in the Register of Shareholders, 
and the Underwriters undertake forthwith after notice 
of any such allotment to them to pay to the Company the 
sums payable on application and allotment for the shares 
so allotted 

This paragraph was discussed at length in the pre- 
ceding chapter The irrevocability and power of at- 
torney constituted by it give the Underwriting Agree- 
ment its distmgmshmg characteristics The paragraph 
IS repeated here in its due order m the Underwritmg 
Agreement, so that its importance aifd meaning may 
be emphasized 

VII This Agreement shall be void unless the said 
Prospectus is issued on or before the day of 

7 19 . 

Time is the essence of an underwritmg contract 
When the rate of commission is fixed, due regard is 
paid not only to the nature of the issue, but to the time 
at which it is bemg brought out The Company almost 
always wants the issue to be made as soon as possible 
The issumg house and the Underwriters are more con- 
cerned that it be over-subscnbed by the public , so far 
as IS possible m view of the Company’s reqmrements. 
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they desiie to choose the propitious moment But the 
considerations affecting finance change so bewildermgly 
m these days when they have become as international 
as national in their scope and effetts, that a definite 
time limit must be placed on the issue of the Prospectus 
If the issue has not been made by that time, the Under- 
writing Agreement is void, and if it is desired to 
proceed, a new Agreement must be made 



CHAPTER VIII 

THE SUB-UNt)ERWRITING AGREEMENT 

We have noted that there have been two mam hnes 
of development of the Underwriting Agreement On 
the one hand, the contract is now expressed as irrevoc- 
able and has acquired many of the elements of the 
power of attorney On the other hand, the practice 
has grown of Underwaters passing on part of their 
obligations to sub-underwriters In the example of a 
Mam Agreement that we have analysed, the existence 
of sub-underwriters, although they were in no sense 
parties to the Agreement, was recognized 

When underwritmg was m its mfancy, vendors or 
underwntmg promotcrs made underwritmg agreements with a num- 
ber of persons sufficient to ensure that the issue was 
guaranteed The procedure in Carmichael's case, re- 
ported in Chapter VI, was typical Mr Carmichael, 
as a prmcipal, underwrote i,ooo shares out of an issue 
of 60,000 shares He certainly stipulated that if, on 
the pubhcation of the Prospectus, he dehvered applica- 
tions for shares from responsible persons to the satis- 
faction of the vendor, these applications were to go 
primarily m relief of his underwriting obhgation , but 
he remained the guarantor It was only a step further 
for an Underwriter to demand that if he persuaded 
other responsible people to guarantee part of the shares 
imderwritten by him, the obhgation under his guarantee 
should be reduced coaespondingly Sect 8 of the 1900 
Act, it wiU be remembered, made provision for this 
practice m the words — 

“It shall be lawful for a company to pay a 
commission to any person m consideration of 
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his subscribing or agreeing to subscribe, whether 
absolutely or conditionally, or procur^ng or agree- 
ing to procure subscriptions, whether absolute or 
conditional ” * 

After 1900 underwriting, now legally and fully recog- 
nized, became mcreasmgly important Issues of capital 
grew larger every year, the issumg house as an mter- 
mediary between the company requirmg capital and 
the public supplying it took form as a necessary part of 
money market machmery, and underwriting had to be 
organized On an occasional issue of £50,000 or 
£100,000 a vendor could canvass his friends to become 
guarantors, but with constant issues for larger amounts, 
these casual methods were impossible In practice, the 
issuing house became the Underwriters The Company 
about to make an issue naturally chose the issumg 
house that could guarantee subscnptions, and issumg 
houses had to make the organization of underwntmg 
part of their busmess 

The issuing house entered mto the Mam Underwritmg 
Agreement with the Company, and distributed its risks 
among its foUowmg, much as an msurance company 
remsures a proportion of a risk among its associates 
An issumg house is in touch with stockbrokers, banks, 
trust companies, finance houses, underwntmg syndi- 
cates, and others who are on its books as wfihng to 
follow its lead and bear a shaie of the nsk of issues 
that it sponsors These are the sub-underwriters 
The contract between Mam Underwriters and sub- 
imderwi iters takes the form of a Sub-underwntmg 
Letter and Acceptance The type of Sub-underwntmg 
Letter that might be issued m connection with the 
Underwriting Agreement given m the precedmg chapter 
IS as follows 
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No Cheques will be cashed unless Sub-underwriters 
aie called upon to take up Shares 
AB Limited 

(Incorporated lyider the Companies Act, 1929) 
Share Capital 

Divided mto 

• Shares of each 

Issue at Par of 
Shares of each 

To CD &Co 
Gentlemen, 

(1) As I/we understand that you, for a commission 

to be paid you by the above-mentioned Company, 
are about to enter mto a contract to underwrite the 
whole of the above Issue, I/we hereby agree to 
sub-underwrite Shares, and I/we hand you 

herewith an application for those Shares together 
with a cheque for £ , bemg per Share 

payable on application m respect thereof, and 
I/we agree to accept an allotment of any Shares 
that may be allotted to me/us m respect of such 
sub-underwriting, and to pay the amount due on 
allotment and aU subsequent mstalments due in 
respect thereof m accordance with eftid on the terms 
mentioned in the Piospectus as issued to the pubhc 

(2) I/we hereby irrevocably authonze you or any 
Director o^,. official of your Company m my/our 
name(s) and on my/our behalf to sign and put m 
an apphcation for the same or any smaller number 
of Shares, and to conclude on my/our behalf an 
Agreement with the Company to take the said 
Shares, or any part thereof, and to pay aU moneys 
that may become due mTespect of the same, which 
moneys I/we undertake to repay to you on demand, 
with mterest thereon at the rate of per cent per 
annum from the date of payment to date of repayment 

(3) It is understood that to the extent to which 
allotments are made to the pubhc, I am/we are to 
be reheved of my/our underwriting obligations here- 
under proportionately as nearly as may be with the 
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other sub-undervnriters of the said Issue, except m 
respect of such number of Shares as I/we desire to 
take firm as indicated at the foot of this letter, and 
which are to be ap|)lied to the extent of the allotment 
m relief of my/our obligation to subscnbe hereunder 

(4) You are, as and when you are paid your under- 
writing commission by the Company, to pay me/us 
a commission of per cent per Share m cash on the 
Issue price of the Shares sub-underwritten byme/us 

(5) If a Prospectus offermg the said Shares for 
subscription has not been issued before the 

19 , you are to return to me/us this Underwntmg 
Letter and my/our cheque, and this Agreement wiU 
thereupon become void 

(6) I/we hereby authonze you to agree with the 
Company the form of the Prospectus which is to be 
issued to the pubhc offermg the said Shares for sub- 
scription, and my/our obhgations hereunder are to 
hold good notwithstandmg any alteration that may 
be made m the draft Prospectus that has been shown 
to me/us, provided that the total amount of Shares 
offered for subscription and the price of Issue are not 
altered 

(7) Any notice to me/us may be served by sendmg 
the same thro\igh the post to the subjoined address 
and shall be deemed to be served on the day when, 
in the ordinary couise of post, the letter would reach 
such address 

(8) I /we undertake not to offer for sale or seU, 
directly or mdirectly, any of the Shares above men- 
tioned until after the first general allotment to the 
pubhc has taken place 

dated this day of 19 

Occupation or Description 
(in block Name (m full) 

LETTERS ) Address 

Usual Signature 
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Number of Shares Desired to be Taken 
“Firm” 

I/we wish to ^ake ” Shares of each 

"firm ” 

Signature 

Note Firm apphcations by sub-underwriters will 
receive preferential consideration, but no undertakmg 
must be implied that any such applications will be 
accepted for the whole or any part 


ACCEPTANCE 

We accept the above Sub-underwriting agreement 
For and on behalf of 

19 


AB, Limited 

(Incorporated under the Companies Act, 1929) 
Issue at Par of 
Shares of each 

Form of Application 
To the Directors of 
AB Limited 
Gentlemen, 

Having paid to your Bankers a deposit as follows — 
per Share on Application for 

of the above Shares ■£ 
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I/we request you to allot to me/us such Shares 
upon the terms of the Company’s Prospectus, 
dated , 19 , and the Memorandum 

and Articles of Association of the Company I/we 
hereby undertake and agree to accept the same or 
any less numbei of such Shares that may be allotted 
to me/us and to pay the further mstahnents, due 
fiom me/us on any Shares allotted to me/us as 
provided by the said Prospectus, and I/we authorize 
you to place my/our name(s) on the Register of 
Members of the Company as the holder (s) of the 
Shares so allotted 

Dated this day of 19 

Usual Signature 
Surname 

(Ih Block Letters) (Please state whether Mr Mrs or Miss) 

PLEASE 

WRITE Christian Name(s) 

Dis- Address (m full) 

TINCTLY 

Profession or Occupation 

This form should be filled up and forwarded, with 
the amount payable on application, to 
Bank Limited, , or 

any of its Branches 

Cheques must be made payable ■►to “Bearer,” 
crossed Bank Limited, "Not Negotiable,” 

and marked " Limited ” Any alteration from 
" Order ” to " Bearer ” must be signed by the Drawer 

An acknowledgment will be forwarded in due 
course, either by Allotment Letter or return of the 
deposit 

The sub-underwritmg contract is constituted by the 
offer contamed m the letter and the acceptance 
prmted at the foot of the letter The Underwriters 
send two copies of the whole document to the sub- 
underwriter The latter completes them by fiUmg m 
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the blanks with the number of shares he undertakes 
to sub-underwnte, signs the letter and the attached 
Application Form for the shares underwritten, and 
sends them back to the Mam Underwriters with his 
cheque for the money due on application for the shares 
The Mam Underwriters return one copy of the sub- 
underwriting letter with the acceptance signed by 
them, and the transaction is complete 

As will be seen from the second paragraph of the 
letter quoted above, the sub-underwntmg letter has 
the same elements of a power of attorney and is as 
irrevocable as the Mam Undenvritmg Agreement 

The contract as constituted by the offer contamed 
m the letter and by the signed acceptance is irrevoc- 
able The Underwriters are given authority, on behalf 
of the sub-underwriters, to complete and amend 
the application for shares or to substitute another 
application withm the terms of the contract The 
cheque accompanymg the sub-underwritmg letter 
covers the sum due on application for the shares under- 
written If the moneys due on applicq^tion and allot- 
ment of the shares actually allotted m terms of the 
contract exceed the amount of this cheque, the Under- 
writers are authorized to pay the difference on behalf 
of the sub-underwriters and to charge the latter interest 
at the rate of per cent per annum from the date 
of such payment to the date of repayment by the sub- 
underwnters 

When a Main Underwriter applies for shares m the 
name and on behalf of a sub-underwriter, the authority 
so to do must be estabhshed The sub-underwritmg 
letter is an offer Before the contract is complete, 
the offer must be accepted In the leadmg case of 
Consort Deep Level Gold Mines, Ltd (1897), I Ch 575, 
it was estabhshed that where a party, m exercise of 



THE SUB-UNDERWRITING AGREEMENT II3 

the authority apparently confened by an underwriting 
letter, proposes to sign an application for shares, the 
Company has no right to presume the acceptance of 
the offer If the o:fier has not, m fact, been duly 
accepted, the application pursuant thereto is meffec- 
tive It IS, therefore, important that the Underwriter 
should receive from each sub-underwriter an acknow- 
ledgment in writmg of receipt of the notice of accep- 
tance This IS the best proof, if anyone challenges the 
right of the party to whom the letter is addressed to 
sign an application for shares in exercise of the authority 
apparently conferred by the letter The same rule 
apphes if the Mam Underwriting Agreement is by way 
of offer and acceptance The Mam Agreement is 
usually on the Imes of the example given in Chapter VI, 
although it may differ in certain particulars accordmg 
to the practice of the Underwriters Of course, no 
acceptance is necessary with this form of contract, as 
both parties sign it In the early days of underwritmg, 
before the practice of sub-underwritmg had arisen, 
underwntmg agfeements often took the form of offer 
and acceptance The contract m CarmtchaeVs case, 
given on page 82, is a good example This type of 
Mam Agreement is rare to-day , but when it does occur, 
the Company has no difficulty m obtammg acknow- 
ledgment of the acceptance from the Underwriters 
The case is rather drSerent with sub-underwriters In 
an issue of reasonable size there may easily be a large 
number of sub-underwntfers The difficulty is sur- 
mounted by the device of printmg the acceptance at 
the foot of the sub-underwritmg letter and by each 
sub-underwriter forwardmg the letter signed by him m 
duplicate to the Underwriter When the Underwriter 
returns the signed copy with his acceptance fiUed m, 
the effect is the same as an exchange of agreements 
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The Courts however frown upon those who sit quiet 
for a time and then come forward to say the contract 
was not complete In the well-known case of Olympic 
Fire & General Insurance Company (C A , 1920, i Ch 
582, usually known as Pole’s case) an irrevocable under- 
writing letter was treated as bmdmg upon both Under- 
writer and sub-underwriter as soon as it reached the 
office of the Company It was also decided that a verbal 
apphcation for shares made by the Underwriters is 
sufficient, and that an authority to the Underwriters 
to accept notice of allotment may be imphed from the 
nature of the transactions between the Underwriter and 
the sub-underwriter without express authority The 
Court has held that, even without formal application, 
a Company which made allotments upon a list of names 
supphed to them by the Mam Underwriters for the 
purpose had made proper allotments An underwriting 
or sub-underwritmg letter may be accepted by conduct 
The mere retention of the sub-underwritmg lettei by 
the Underwriter, or by the promoter of the Company 
whose shares are underwritten, raises a presumption 
that the contract is complete These, however, are all 
by way of bemg exceptional cases To avoid argument, 
to make the contract clear cut and definite, it is m- 
variable practice to-day to have the acceptance prmted 
at the foot of the sub-underwritmg letter, and to deal 
with It as we have described 

A sub-underwritmg letter is prima facie an offer, and 
the usual rules apply There is a moment of time in 
which the sub-underwnter may repent of his bargam , 
but It IS a short moment The offer may be withdrawn 
at any tune before acceptance, but it has been held 
that oral acceptance is sufficient The offer must be 
accepted withm the time specified, or, if no time is 
specified, withm a reasonable time Until the offer is 
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accepted and notice of acceptance given there is no 
contract But when by writing, by word, or by con- 
duct, the Underwrite^ and the sub-underwriters have 
been informed that their offers are%.ccepted, the con- 
tract IS bmding and the power of attorney which it 
contams comes into force The obligation constituted 
by the contract is absolute Death does not terminate 
the authority to apply for shares on behalf of the 
sub-underwriter 



'CHAPTER IX 


THE SUB -UNDERWRITING AGREEMENT- 
ANALYSIS OP PROVISIONS 

The sub-underwriting letter has become much more 
standardized m form than the Mam Agreement While 
the Mam Agreement has tended to be wrapt m mystery, 
the sub-underwntmg letter has been open to a large 
class of persons The clean wmd of financial pubhcity 
has swept away ambiguities and anomalies The 
sub-underwritmg letter to-day is a document precise, 
definite, and certam m its terms 
When the Mam Underwriters have decided on an 
issue, they circularize sub-underwnters somewhat m 
the following terms — 

“ Dear Sir, 

A B Ltd 

Capital £ “ 

Issue of— 

Shares at par 

We have "pleasure m enclosmg herewith draft 
prospectus, sub-underwritmg letter and apphcation 
form for the issue of the above shares We have 
reserved for you, subject to your immediate accep- 
tance, a sub-underwritmg ^.participation of 
shares at an underwntmg commission of per 

cent ” 

There follows a short description of the mam features 
of the Company’s busmess, stressing m particular the 
profits that have been and are bemg earned The 
factors that should _ make for over-subscription by 

li6 



THE SUB-UNDERWRITING AGREEMENT 1x7 

the public are indicated, and the circular usually 
ends — 

'' If you desire to avail yourself of the reservation 
of sub-underwriting that we have made on your be- 
half, we shah be glad if you will complete the enclosed 
sub-underwntmg letter and return it to us -with your 
cheque representmg the deposit of per share 

not later than ” 

Now let us look at the pro-visions of the sub-under- 
writing letter We shall keep to the example given 
in the preceding chapter 

No Cheques will be cashed unless Sub-underwnters 
are called upon to take up Shares 

This sentence is mvariably printed m hea-vy type 
at the top of the letter The sub-underwntmg agree- 
ment is a guarantee contract Adequate provision is 
made m the body of the letter for the payment of 
the sums due on application and allotment of any 
shares that ma.'^ be allotted, in terms of the agreement, 
to sub-underwriters At the time of the 1928 and 1929 
underwntmg scandals, it was often urged that sub- 
underwntmg cheques should be cashed Other methods 
are open to make Underwntmg Agreements effective 
If the practice of presentmg sub-underwntmg cheques 
for pa5Tnent became general, the circle of sub- 
underwriters would substantially contract, and good 
underwriting would become more difficult than ever to 
secure Moreover, if the public respond to the in- 
wtation to subscribe, the return of the amounts paid 
by the sub-underwnters would m many cases cast a 
very onerous burden on the clencal staff whose energies 
should be concentrated on deahng -with the pubhc 
apphcations When a man guarantees a friend’s 
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account at a bank, the bank does not requure him to 
deposit cash or securities for the amount of the guaran- 
tee To insist on cashing sub-undervmtmg cheques 
would be to depar^ from the spirit of the underwriting 
contract as a guarantee contract 

(i) As I/we understand that you, for a commission 
to be paid you by the above-mentioned Company, are 
about to enter into a contract to underwrite the whole of 
the above Issue, I/we hereby agree to sub-underwrite 
Shares, and I/we hand you herewith an 
application for those shares together with a cheque for 
£ , being per Share payable on application 

in respect thereof, and I/we agree to accept an allotment 
of any shares that may be allotted to me/us in respect of 
such sub-underwnting, and to pay the amount due on 
allotment and all subsequent instalments due in respect 
thereof in accordance with and on the terms mentioned 
in the Prospectus as issued to the public 

The Mam Underwriters very often, one might almost 
say as a rule, make sure of the sub-underwritmg before 
they sign the Mam Agreement It wiH be recollected 
that m Paragraph I of the type Mam Agreement given 
on page 76, the Mam Underwriters bmd themselves 
to produce to ^the Company a stipulated minimum of 
approved sub-underwntmg contracts There are several 
reasons for this procedure As has been made clear, 
imderwntmg m this country is not m the hands of 
the banks The good issuing houses are substantial 
mstitutions, but even their resources might be stramed 
unduly if they had to take up a large part of an issue 
m terms of their Agreement There is also another 
consideration If an issue does not go well with the 
pubhc, the market m the shares assumes an importance 
from the Company’s pomt of view that it does not 
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have in the case of a successful issue It is very com- 
forting to the Board, if an issue fails with the pubhc, 
to know that the residue of the shares is well spread 
among strong sub-underwriters ^ 

Other opening paragraphs of the sub-underwntmg 
letter m common use are as follows — 

" I/We, the undersigned, for the consideration below 
stated, hereby sub-underwrite of the above 

shares of each on the terms of the 

Prospectus, as finally settled and filed with the 
Registrar of Compames, to be issued by the Company 
offering the said shares for subscription to the Pubhc, 
a proof of which Prospectus marked "Incomplete 
draft, subject to revision” has been shown to me/us, 
and I/we hand you herewith an apphcation for such 
shares, togethei with a cheque for per 

share payable on apphcation for such shares ” 
Or— 

“ Referring to the underwriting or proposed under- 
writmg by you of shares of each m 

the above-named Company, I/we, the undersigned, 
for the consideration and on the conditions below 
stated, hereby sub-underwrite to you of the 

above shares underwritten or to be flnderwritten by 
you on the terms as to pa5mient and otherwise of 
the Prospectus to be issued by the Company offering 
the said shares for subscription to the pubhc, a proof 
of which Prospectus njarked “U" has been shown 
to me/us I/we hand you herewith cheque m your 
favour for £ , bemg the amount payable 

on apphcation of per share hereby sub- 

underwritten by me/us, together with apphcation 
form duly signed by me/us and addressed to the 
Company ” 



120 


CAPITAL UNDERWRITING 


(2) I/we hereby irrevocably authorize you or any 

Director or official of your Company in my/our name(s) 
and on my/our behalf to sign and put in an application 
for the same or ai^y smaller nunfber of Shares, and to 
conclude on my/our behalf an Agreement with the 
Company to take the said Shares, or any part thereof, 
and to pay all moneys that may become due in respect of 
the same, which moneys I/we undertake to repay to you 
on demand, with interest thereon at the rate of per 

cent per annum from the date of payment to date of 
repayment 

We have dealt with this paragraph in the preceding 
chapter, but it may be mterestmg to give a variant 
that IS in common use — 

“This Agreement and Sub-underwritmg Apphca- 
tion are to be irrevocable provided the issue is made 
on or before the day of 19 , and 

are to be sufficient m themselves to authorize you 
to procure the allotment of Shares to me/us 

thereon, and I/we hereby authorize you to msert 
the date of the said Prospectus m the said apphca- 
tion, and if I/we affect to lepudiate or withdraw 
such apphcation, or fail to hand the same to you 
herewith, ytfu or any of your officers are hereby 
irrevocably authorized to sign and put in in my /our 
name(s) and on my/our behalf an application m 
similar form for the same or any less numbei or 
amount of Shares and to pay the apphcation 

money payable thereon, and to procure the allotment 
to me/us pursuant thereto, and I/we wiU pay the 
apphcation and allotment moneys accordingly on 
receivmg notice of allotment ” 

(3) It IS understood that to the extent to which allot- 
ments are made to the public, I am/we are to be relieved 
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of my/our underwriting obligations hereunder propor- 
tionately as nearly as may be with the other sub- 
underwriters of the said Issue, except in respect of such 
number of Shares as’l/we desire to bake firm as indicated 
at the foot of this letter, and which are to be applied 
to the extent of the allotment in relief of my/our obliga- 
tion to subscribe hereunder 

Emphasis is placed on allotments to the pubhc, not 
on applications by the pubhc Subscriptions by the 
public withdrawn before allotment or rejected by the 
directors as unsatisfactory, are dealt with m the Mam 
Agreement While corresponding clauses are not in- 
frequently mserted m the sub-underwritmg letters, it 
has become more usual to omit them, and to refer 
to allotment only 

In the Main Agreement, it wdl be recollected that 
the Mam Underwriters were to rank equally with sub- 
underwriters for any portion of the issue retained by 
them Although this practice is well imderstood, it is 
sometimes mentioned specifically in the sub-under- 
writmg letter aS follows — 

“To the extent to which allotments are made to 
the pubhc, I am/we are to be reheved of my/our 
obhgations hereunder proportionately^ as nearly as 
may be with the other sub-underwriters of the said 
issue, for which purpose you are to be treated as 
sub-underwriters for any part of the said 
shares which has not beqn sub-underwritten by other 
parties ” 

It IS right that firm apphcations should not be treated 
as apphcations by the pubhc, but that allotments made 
thereon should be applied exclusively in rehef of the 
sub-underwriters by whom they were put m So far 
as firm applications are concerned, the Agreement is 
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more than a guarantee contract The Underwriters 
want these shares as a permanent mvestment The 
Trust Companies and Insurance Companies, for m- 
stance, usually apply "firm” for if portion of the shares 
they suh-underwrite The theory hehmd this practice 
IS sound The Directors of Trust Companies and the 
Investment Managers of Insurance Companies are 
custodians of othei people's money for the purposes 
of investment No matter how favourable they think 
the omens for an issue may be, they feel that they should 
not suh-underwrite imless they are prepared to take 
a Ime of the shares as a permanent or quasi-peimanent 
holdmg If the issue is of a nature that they do not 
think would be suitable for their portfohos, they usually 
leave its sub-underwntmg alone Sub-underwriting m 
such a case would entail a risk that an mdividual might 
wiUmgly accept, but it is alien to the prmciples that 
govern the administration of large mvestment funds 
On the other hand, if the issue is one that these Com- 
panies would wilhngly have on their books, firm sub- 
underwritmg is an excellent opportunity of obtammg 
the shares on favourable terms If the issue goes well 
and the pubhc over-subscnbe, the sub-underwnter 
receives a preferential allotment for the part of his 
sub-underwritmg application that is "firm ” Suppose, 
for instance, that he has sub-underwntten 5,000 shares 
of each at a commission of 3 per cent, and agreed 
to take firm 1,000 of these shares The commission 
amounts to ^150, and the isooo shares allotted to hun 
can stand m his books at ;£i,ooo less £ 150 , or ^£850, 
that is to say, at 17s a share Over-subscription is 
usually the precursor of a good market in the shares 
Disappomted apphcants satisfy their requirements by 
purchases through the Stock Exchange, and the many 
people who saw the Prospectus, hked the issue, but 
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hesitated to apply, are now emboldened to add the 
shares to the list of their holdings The shares therefore 
may rise to quite a substantial premium, and the Trust 
Company Director or Insurance Iwestment Manager 
feels that by his sub-underwriting operation he has 
done his duty by his shareholders 

If the issue goes badly, the sub-underwriters are 
allotted then proportion of the residue , but allotments 
made m respect of the firm applications are apphed 
towards satisfaction of the quota they must take up 
m terms of the sub-underwritmg agreement Let us 
suppose, m the example given above where the sub- 
underwriter guaranteed 5,000 shares of £x each at a 
commission of 3 per cent, that the pubhc apphed for 
and were allotted 60 per cent of the issue, leavmg 40 per 
cent to be divided among the Underwriters The pro- 
portion apphcable to our sub-underwriter would be 
40 per cent of 5,000 shaies, or 2,000 shares, but his 
firm application would account for 1,000 of these shares, 
leavmg a further x,ooo to be taken up The cost to 
him of these 24)00 shares is £2,000 less £150 (the com- 
mission of 3 per cent on 5,000 shaies), or £1,850 net, 
equivalent to i8s 6d per share When deahngs began 
m the shares, they would probably open at a small 
discount Our Underwriter would not be unduly 
womed He had apphed firm for the shares on then 
merits He ceitainly had had to take up a largei 
number than he expected, but he would know that 
the market m the shares* was m safe hands He had 
IS 6d a share in reserve, and could afford to wait until 
the market improved before disposmg of the shares 
that were surplus to his permanent reqmrements 
Sometimes the Mam Underwaters cannot guarantee 
that film applications will be allotted in full if the issue 
IS successful It IS customary m such cases to insert 
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a note m the Letter that they are unable to offer any 
firm underwriting, but that, if any sub-underwriter 
desires to secure allotment and will notify the number 
of shares he desire* to obtain, they wiU endeavour to 
procure the allotment of these shares Underwriters 
and ^issuing houses must play fair with their sub- 
underwriters , they depend on them so much The 
sub-underwriter knows therefore that, even with a reser- 
vation of the kmd mentioned, he wiU obtain his firm 
allotment unless circumstances are exceptional 
Purists have objected to firm underwritmg on the 
ground that it is, or can be, a method of evadmg the 
Companies Acts and obtammg shaies at a discount 
They pomt out that it is an absolute agreement to 
subscribe m any case, whether or not the public apphes 
for the shares In other words, it is nothing more than 
a subscription in advance It is true that, prior to 
the 1929 Act, firm underwritmg was on occasion used 
as a method of issumg shares at a discount, but now 
that the rate of underwriting commission is restricted 
to a maximum of 10 per cent of the npmmal value of 
the share or stock, and shares may be otherwise legally 
issued at a discount under conditions, the distmction 
between a commission and a discount should be more 
clear 

There stiU survives m current sub-imderwritmg prac- 
tice the provision to which we referied m Chapter VII, 
to the effect that apphcations procured by the sub- 
underwriters and approved by the Company shall not 
be considered apphcations by the pubhc but are to 
be apphed in special relief of the sub-underwriters' 
obhgation The usual clause runs — 

“AU apphcations initialed by me jus and approved 
by you sent m by me/us prior to the tune fixed by 
the Prospectus for closing the list of subscribers are 
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to be applied m special relief of my/our obligation 
to subscribe hereunder, and shall not be considered 
subscriptions by the public ” 

This IS no bettei practice in a subiunderwiiting lettei 
than in a Main Agieement, and it is hoped that in 
time it wiU disappear 

(4) You are, as and when you are paid your under- 
writing commission by the Company, to pay me/us a 
commission of per cent per Share in cash on the 

Issue price of the Shares sub-underwritten by me/us 
It will be remembered that in the Mam Agreement 
given m Chapter VI, the underwritmg commission was 
not payable by the Company to the Mam Underwriters 
until aU moneys due by sub-underwriters on application 
and allotment had been paid The sub-underwritmg 
letter we are considermg has been drafted in relation 
to that Mam Agreement There is, therefore, no neces- 
sity to embody in it any provision to the effect that 
the commission is not to be payable until the moneys 
due on application and allotment have been paid by 
the sub-underwriters The Mam Underwriters will not 
get their commission until the sub-underwriters have 
fuMUed their obligations If the Main Underwriters 
have to pay on behalf of any sub-miderwriters the sums 
due on application and allotment, they have their 
remedy under Paragraph {2) The sub-underwriters 
must repay these sums on demand, and a substantial 
rate of interest as a rule js stipulated in the case of 
any delay 

It IS quite usual to make the position clear by a 
paragraph on the foUowmg lines, which may be con- 
sidered alternative to the one given — 

"In consideration of this Agreement you are to 
pay me/us an underwritmg commission of per 
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cent in cash on the nominal amount of the 
shares hereby suh-underwritten, such commission to 
be paid withm fourteen days after allotment If any 
of the said shares are allotted to me/us, 

no commission is to be payable until the moneys 
du,e on allotment under the terms of the said Pros- 
pectus have been paid by me/us and you may apply 
the commission in or towards the payment of such 
moneys ” 

The type paragraph given is usually associated with 
a strong Mam Agreement The variant is too often 
used with weak Mam Agreements where, as we shall 
see m Chapter X, the Mam Underwriters have passed 
on their guarantee obhgations wholly to the sub- 
underwriters 

(S) If a Prospectus offering the said Shares for sub- 
scription has not been issued before the 

19 , you are to return to me/us this Under- 
writing Letter and my/our cheque, and this Agreement 
will thereupon become void ^ 

The date of the issue must not be unduly delayed 
Time IS of the essence of an underwriting contract 
The sub-underwriter has accepted the risk largely be- 
cause he beheves the tune to be favourable for the 
issue If the date of issue is delayed, new factors may 
emerge that alter completely the prospects of the issue’s 
success It is, therefore, stipulated that, if the Pros- 
pectus has not been issued before a certam date, the 
sub-underwritmg agreement becomes void A variant 
of the paragraph m the following terms is sometimes 
met with — 

" This Agreement and the said application are to 
be irrevocable except that, if the Prospectus offering 
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the said Shares for subscription is not filed with the 
Registrar of Joint Stock Companies on or before 
the , 19 , either party may, by seven 

days’ notice in writing to the oth^, revoke the same ” 

This IS not considered to be good practice It takes 
away from the defimteness and precision of the sub- 
underwritmg letter Provisions that mtroduce any 
element of doubt or uncertainty mto underwriting con- 
tracts should be avoided 

(6) I/we hereby authorize you to agree with the Com- 
pany the form of the Prospectus which is to be issued to 
the public offering the said Shares for subscription, and 
my/our obligations hereunder are to hold good notwith- 
standing any alteration that may be made in the draft 
Prospectus that has been shown to me/us, provided that 
the total amount of Shares offered for subscription and 
the price of Issue are not altered 

In current practice the sub-underwriters rely on the 
Mam Underwriters to see that the Prospectus finally 
issued IS substantially the same as the underwritmg 
draft shown to them when they signed the sub-under- 
wntmg letter Last-minute alterations m the Pros- 
pectus are generally found to be necessary m almost 
every issue It is obviously desirable to leave scope 
for alterations, and, where the Mam Agreement stipu- 
lates that aU changes must have the consent of the Mam 
Underwriters, the sub-underwriters can safely leave the 
protection of their interests m the hands of the Mam 
Underwriters If there were no authority to alter, it 
would be necessary to secure the consent of every sub- 
underwriter to each change m the Prospectus 

(7) Any notice to me/us may be served by sending the 
same through the post to the subjoined address and shall 
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be deemed to be served on the day when, in the ordinary 
course of post, the letter would reach such address 

This paragraph is designed to add precision to the 
contract Many legal cases have been fought by sub- 
underwriters on the ground that they have not received 
proper- notice or advice of matters appertammg to or 
arismg out of the Agreement Nowadays the Mam 
Underwriters keep a record of posting all and every 
communication addressed to the sub-underwriters, and 
under the paragraph given above, this constitutes proof 
of service 

(8) I/we undertake not to offer for sale or sell, 
directly or indirectly, any of the Shares above mentioned 
until after the first general allotment to the public has 
taken place 

The whole tenor of the sub-underwTitmg letter which 
we have been considering is that sub-underwriters 
should keep to their ]ob The process of passing on 
obligations has gone far enough when the Mam Under- 
•writers have had a considerable portion of the issue 
sub-underwntten Even in respect of the portion 
sub-underwntten they remam as guarantors, and the 
purpose of the whole contract, mcludmg both Mam 
Agreement and sub-underwritmg letters, is fulfilled It 
IS another matter when sub-underwriters are allowed 
to put m applications by their friends, and, when these 
applications have been approved either by the Company 
or by the Mam Underwriters, as m the variant given 
on page 124 under Paragraph (3), to claim that they 
be applied in rehef of their sub-underwriting obligation 
With a pro-vision of this nature an unscrupulous sub- 
underwriter has at his hand a loophole for escape 
The type sub-underwritmg letter that we give does 
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not countenance the practice It goes further It pro- 
hibits the sub-underwriter from offering for sale, 
directly or indirectly — and "indirectly” is a very wide 
term — any of the shafes he has sub Amderwritten until 
after the first general allotment to the public has taken 
place 

It is submitted that the type sub-underwritmg letter 
discussed m this chapter is definite, precise and certam, 
and that, taken in conjunction with the Mam Agree- 
ment given in Chapter VI, it mamtams the guarantee 
nature of the whole underwntmg contract 



CHAPTER X 

THE DETERIORATION OP THE MAIN 
UNDERWRITING AGREEMENT 
BETWEEN 1920 AND 1929 

growth of underwriting, m view 
undImTitcr State of tlie capital market in this country, 

m England produced as a logical consequence the practice of sub- 
underwriting The development of the Underwriting 
Agreement has had two mam strands on the one hand, 
irrevocabihty, power of attorney, certamty, on the 
other hand, the spreading of part of the risk among 
sub-underwriters In other countries, where issues are 
m the hands of the banks, the sub-underwnter as we 
know him does not exist In England, where issumg 
houses are specialist organizations, often of great exper- 
ience and repute, but seldom of large capital resources, 
the spreading of nsks among sub-underwriters has been 
necessary and, indeed, mevitable In ^act, in the best 
type of Mam Agreement, the Company stipulates as 
part of the contract that a minimum amount of ap- 
proved sub-underwritmg be obtamed by the Mam 
Underwaters 

Adevei^ment When the Companies Act, 1900, recognized under- 
wntmg, this position was not contemplated Our legis- 
^mpaoies i^tors had m view only the situation where Underwriters 

contract directly with the Company Although the 
spreading of risks among sub-underwriters has become 
an essential part of underwriting practice, the Legisla- 
ture has not modified its attitude The Compames 
Act, 1929, regulates strictly the conditions govern- 
ing the payment of underwritmg commission It 
enacts that the rate of commission must he disclosed 
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m the Prospectus and shown m the Company's balance 
sheet The only reference to sub-underwriters is that 
made m the Fourth Schedule to the Act, quoted on 
page 67, wheie it is ’specifically m«ntioned that com- 
missions to sub-underwriters need not be disclosed in 
the Prospectus Particulars of the Mam Underwiitmg 
Agreement must be shown in the Prospectus, but, as 
the Company is not a party to the sub-underwntmg 
agreements, mention of the latter is not required 
In practice, as we have observed, the issumg houses, 
after 1900, took upon themselves the organization of 
underwritmg They were the Mam Underwriters They 
passed on a substantial part of their obligation to sub- 
underwriters, but they remained guarantors of the 
issue Disputes at times arose, and were on occasion 
taken to Court, as to how fai Mam Underwriters were 
responsible for defaults by sub-underwriters in cases 
where a company had approved the applications for 
shares by sub-underwriters , but up to 1920. the system 
worked fairly weU There were never sufficient issuing 
houses of reput# for industrial issues The capital mar- 
ket was inadequately organized, but, such as it was, 
it functioned with reasonable efficiency When the War 
came to an end, several new issumg houses were formed 
amid a flourish of trumpets The necessity for them 
was widely recognized We had just emerged fiom the 
greatest war m history, and it was obvious that a vast 
amount of industrial reconstruction must be done We 
hoped that at last Engla"id was gomg to develop her 
capital market along her own lines England had led 
the world in almost every other type of financial organ- 
ization Other countries had perhaps devised better 
methods of providing industry and trade with their 
permanent capital, but now that England had roused 
herself to the urgency of the problem, she could be 
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safely left to work out her own salvation These high 
hopes were only imperfectly fulfilled The troubles of 
1928 and 1929 were a sorry commentary on the post- 
war effort t 

The capital needs of industry and trade were clamant 
There were not sufficient issumg houses of standing 
to satisfy the demand, 01, alternatively, the resources 
and organization at the command of these issumg houses 
were not adequate to cope with the requirements of 
the capital market The profits earned by a weU-riin 
issumg house in a time of industrial activity aie 
substantial , the profits within the grasp of an unscrup- 
ulous issuing house can be very substantial There 
sprang up a large number of second-rate institutions, 
with shanty connections and resources, eager to snatch 
a profit while the public were in an investmg mood 
In the 1927-29 period, the capital market piesented 
an extraordmary spectacle There were a number of 
first-class issuing houses who fulfilled their engage- 
ments scrupulously After them came a host of organ- 
izations, some large, others small, some that lived a 
few years, others that were simply promotion sjmdi- 
cates for a smgle issue If issues went well, these bodies 
reaped handsome profits If issues went badly, they 
defaulted in their engagements and probably weie 
wound up 

The existence of these unsatisfactory organizations 
was made possible by the deteiioration of the Mam 
Underwriting Agreement that set in soon after 1920 
When an issumg house guarantees an issue, it must 
exercise reasonable care If the issue fails, the resources 
of the issumg house will be stramed unless the sub- 
underwriters among whom it has spread a large pro- 
portion of the risk are able to meet then engagements 
On the other hand, if the issumg house can enter into a 
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Mam Underwntmg Agreement and yet slip out of the 
guarantee obligation, it is obvious that it has become 
merely a piece of machmery without responsibihty 
Only the Mam Agreement need he disclosed m the 
Prospectus The pubhc are given the impression that the 
issuing house as Main Underwriter has guaranteed the 
issue If , in fact , the issumg house has contracted out the 
whole of its guarantee obligation to sub-underwriters, 
one of its main functions disappears In too many 
mstances, the temptation then has been to see how much 
easy money could be made out of issues In tunes of 
market activity, an unscrupulous issuing house that 
has rid itself of the guarantee obhgation need not care 
very much whether an issue succeeds or not If a few 
of the issues fail, it may suffer m reputation , but that 
does not worry it unduly There are many more com- 
panies requirmg capital, and there are ways and means 
of protecting sub-underwriters Dummy companies can 
be used to put m large apphcations for shares when the 
subscription hst opens, the vender can be made to 
see "reason,” market deals in the shares can be arranged 
with outside brokers It may be objected that these 
conditions existed only on the dubious fringe of the 
capital market The extract from the MacmiUan 
Report quoted at the end of Chapter II has shown that 
the facts are otherwise British mvestors lost tens of 
millions of pounds between 1927 and 1930 as a direct 
result of these practices In the Press and judicial 
comment of the tune, the importance of the detenora- 
tion of the Mam Underwriting Agreement, as perhaps 
the most powerful smgle cause of this state of affairs, 
was largely missed The reason for this, of course, was 
the secrecy that has always enshrouded the Mam 
Underwntmg Agreement 

Let us see precisely how the detenoration came 
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about Generally speaking, up to 1920 the Mam Under- 
writers were principals and guaranteed the issue We 
give below a good type of 1920 Mam Underwritmg 
Agreement It will be observed'" that this Agreement 
IS substantially on the lines of that discussed m Chap- 
ters VI and VII With certain modifications to bring 
it into line with current practice, it is the form still 
used by certain powerful issuing houses 

An Agreement made the Between 

AB Ltd whose registered office is situate at 
(heremafter called 
the Company) of the one part and C D & Co 
of (heremafter called the Guarantors) 

of the other part Whereas the Company has been 
registered under the Compames Acts 1908 to 1917 
with a capital of divided into 

Ordinary Shaies of each And Whereas the 

Company is about to offer for subscription in the 
United Kmgdom at par Ordmary Shares of 
each And Whereas a draft of a Prospectus 
making such offer has been prepared and is annexed 
hereto but it is contemplated that such draft Pros- 
pectus may be altered m some respects before it is 
finally settled and filed m pursuance of the provisions 
of the Companies (Consolidation) Act 1908 And 
Whereas the Guarantors are willing and have offered 
to underwrite the subscription of shares at 

par upon the terms and subject to the conditions 
heremafter contamed Now it is Hereby Agreed 
AS Follows — 

I The Guarantors will before 12 o’clock on the 
first day fixed by ther Prospectus offering such 
shares for subscription for the opemng of the sub- 
sciiption list hand to the Company applications 
(which shall be irrevocable) by the Guarantors and/or 
by other responsible peisons or Companies to the 
reasonable satisfaction of the Company signed by 
the Guarantors and/or by such other responsible 
persons or Companies at par for the shares the 
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subscription of which is to be guaranteed by them 
as aforesaid together with a cheque or cheques for 
the deposit of per share payable m respect of 
such shares ^ 

2 The Guarantors hereby irrevocably authorize ^ 
the Company to complete any such application forms 
which may be undated or on which the date of the 
Prospectus or any other matter may have been left 
blank by dating the same and by fiUmg m the date 
of the said Prospectus and/or by fiUmg up any other 
blanks in such forms 

3 In the event of the Guarantors failing to hand 
m applications which they are as afoiesaid hable to 
hand m together with the deposit of per share, 
it shall be lawful for the Company m the name and 
on behalf of the Guarantors to apply for the said 
shares and to pay the Company the amount payable 
m respect of such applications and this authonzmg 
shall be irrevocable The Guarantors shall keep the 
Company and its nominees indemnified against all 
liability in respect of such applications 

4 The said Prospectus shall be in the form of the 
proof annexed and signed for identity by the Guar- 
antors with such alterations as may be mutually 
agreed by the%parties hereto 

5 If on or before the closing of the subscnption 
list the said shares offered for subscription by the 
said Prospectus are bona fide applied for by the 
public (after excludmg apphcations *handed m by 
the Guarantors m pursuance of Clause i hereof 
and/or subscriptions withdrawn before allotment 
and/or subscriptions rejected by the Directors as 
unsatisfactory) accompamed by the amount payable 
in respect thereof on apphcation then no allotment 
IS to be made in respect of the said apphcations 
handed m by the Guarantors and the said cheque 
or cheques or the proceeds thereof shall be returned 
to the Guarantors and/or the other apphcants 

6 Any number of the said shares which may not 
be so bona fide applied for and allotted to the pubhc 
shaU be allotted rata to the underwnteis thereof 
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in proportion to the numbers of shares severally sub- 
scribed by them respectively whether the applica- 
tions are specially endorsed or otherwise directed to 
be treated as firm applications or not but so never- 
theless that as'' amongst such underwriters all firm 
applications shall have priority of allotment over 
other applications and that any number allotted m 
fespect of any firm applications shall be taken to 
that extent m satisfaction of the applicants' pro 
rata proportion of the number of shares allotted to 
the Guarantors and/or such other responsible persons 
or Compames as aforesaid 

7 In consideration of the undertakings on the 
part of the Guarantors hereinbefore contained the 
Company shah pay to the Guarantors a commission 
at the rate of per cent m respect of the said 
shares the subscription of which is guaranteed by 
them, such commission to be paid withm 14 days 
after allotment of the said shares offered for sub- 
scription provided that aU sums payable on apphca- 
tion and allotment in respect of the said shares shall 
have been previously paid to the Company 

8 This Contract is to be null and void miless the 
Prospectus of the Company be issued on or before 
the day of 



The guarantee nature of the contract is fully recog- 
nized The Mam Underwriters, in fact, describe them- 
selves, not as Underwriters^ but as Guarantors Atten- 
tion IS directed especially to Paragraph 7 — 

“ In consideration of the undertakmgs on the part 
of the Guarantors herembefore contamed the Com- 
pany shall pay to the Guarantors a commission at 
the rate of per cent m respect of the said shares 
the subscription of which is guaranteed by them, 
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such commission to be paid within 14 days after 
allotment of the said shares offered for subscription 
provided that all sums payable on application and 
allotment in respecP of the said skates shall have been 
previously paid to the Company ” 

The commission had to be paid withm a fortnight 
of allotment If there were defaults, the guarantors 
were called on to make them good This position was 
recognized by making it clear m the commission para- 
graph that commission was not payable until the 
moneys due on apphcation and allotment on all the 
shares underwritten had been paid to the company 
Every professional accountant who is brought mto 
contact with share issues has been faced with the 
problem of determmmg whether and to what extent 
cheques leceived as apphcation and allotment deposits 
in good faith by the Directors are cash in the hands of 
the Company The provision of a 14-day interval after 
allotment removed the possibility of difficulties of that 
kind arismg Ample time was given for the cheques 
to be paid mto fhe bank and cleared The Underwriters 
only got their commission when the Company was m 
possession of its capital 

From 1920 onwards there was, as previously stated, a 
giadual deterioration in the Main Underwntmg Agree- g^^^tee 
ment The first stage m the deterioration made 
its appearance about 1920, and it affected this very 
pomt of the tmie of payment of the Underwriter’s com- 
mission The practice crept in of omitting the words 
in italics m the paragraph quoted above The para- 
graph then read — 

"In consideration of the undertakings on the part 
of the Guarantors (or Underwriters) herembefore 
contamed the Company shall pay to the Guarantors 
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(or Underwriters) a commission at the rate of 
per cent m respect of the said shares the subscription 
of which IS guaranteed (or underwritten) by them, 
such commissiop, to be paid 'within 14 days aftfer 
allotment of the said shares offered for subscription ” 
Upderwriters began to msist that the commission 
should be paid within 14 days after allotment, whether 
or not the Company had received the moneys due on 
application and allotment In this way, if the Company 
approved the sub-underwriters by acceptmg their 
cheques and allotting shares to them, but some of the 
sub-imderwriters defaulted on their cheques or other- 
wise failed to meet their obhgations, the full commission 
was, nevertheless, payable to the Mam Underwriters 
Facths descensus Averm In a very few years, the 
trend was carried much further until it was established 
as quite common piactice that the responsibihty of 
the Underwriters ceased when a company approved the 
sub-underwriters A typical paragraph m 1928 Mam 
Underwritmg Agieements ran as follows — 

“The Underwriters will, upon th 4 openmg of the 
list of applications, hand to the company or its 
bankers applications by sub-underwnters at par for 
the shares together with a cheque or cheques for 
the deposit of per share payable m respect 

of such shares Such sub-underwiters’ applicahons 
shall be to the satisfaction of the Directors of the company 
or their representatives and when the Directors of the 
company shall have considered and approved such 
sub-underwriiing to the full amount of shares 

THE Underwriters shall be relieved of their 

GUARANTEE IN RESPECT THEREOF " 

The Mam Underwritmg Agreement — the Agreement 
that must be disclosed m the Prospectus and that is 
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regarded by the investor as the safeguard of the issue 
—had ceased to be a guarantee contract It had be- 
come a mere agreement to procure sub-underwritmg , 

The Mam Underwriters had succeeded m passing on 
the whole of then obhgations to the sub-underwriters, 
and the door was wide open for the abuses of the prac- 
tice that followed mimediately These abuses were 
almost wholly m connection with new companies In 
1928, seldom a day passed m which the Press did not 
report strong comments by the Court or by the Official 
Receiver on the collapse of companies caused dnectly 
through the failure of sub-underwriters to meet then 
obhgations 

To appreciate the full significance of the piactice of The North 
Underwriteis contracting out then obligations, the pub- 
lished reports of the case of 'North BnUsh Artificial 
Silk, Ltd V T ohenhouse Securities Corporation, Ltd , 
should be considered In this case, Tokenhouse Securi- 
ties Corporation, Ltd , the issuing house, underwrote 
345,000 shares of £i each, and the Mam Underwritmg 
Agreement contained a paragraph, on the fines of that 
quoted above, to the effect that Tokenhouse Securities 
Corporation, Ltd , should be released from habihty if 
the Directors of Noith British Artificial Sdk, Ltd , 
approved of the sub-underwntmg for the full amount 
Tokenhouse Securities Corporation, Ltd , besides being 
issuing house and Main Underwriter, was appomted 
Registrar for the issue, and put forward hsts of sub- 
underwriters to whom the® Directors should allot The 
Dnectors then resolved to allot to these persons without 
giving the names much consideration The result was 
that a large proportion of the sub-underwritmg turned 
out to be useless , but as the Directors had obviously 
approved the sub-underwriters by allottmg to them, 
Tokenhouse Securities Corporation, Ltd , was relieved 
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of all responsibility The following Report is repro- 
duced from The. Times of 23rd November, 1929 — 

COURT OF APPRAL 
Appeal in Underwriting Agreement 
Dispute Dismissed 

Korth British Artificial Silk, Limited v Tokenhouse 
Securities Corporation, Limited 

(Before Lord Justice Scrutton, Lord Justice Greer, 
and Lord Justice Slesser ) 

The Court dismissed tlus appeal by the plaintiffs 
from the judgment of Mr Justice Rowlatt The action 
was brought by North British Artificial Silk, Limited, 
claiming to recover from Tokenhouse Secunties Corpora- 
tion, Limited, under the terras of an underwntmg agree- 
ment, £19,425 m respect of deposits of 2s 6d a share 
on 155,400 Preferred Ordinary shares in the plaintiff 
company 

The plaintiff company was registered on February 25th, 
1928, with a capital of 345,000 10 per cent Preferred 
Ordinary shares of £x each and 800,000 Deferred Ordmary 
shares of is each The defendant corporation was the 
issuing house and the agreement sued on was one wheieby 
the defendants undertook to procure sub-underwnting 
contracts 

A number of sub-underwntmg contracts were, m fact, 
procured by the defendant corporation, but the plaintiffs 
alleged that they proved to be worthless and that the 
cheques paid by way of deposit on the shares under- 
written by defaulting sub-underwriters were dishonoured 
Eventually, they said, 155,400 shares of £i each were 
left on the hands of the plamtiff company and had to 
be reissued by the compan/ at a heavy loss 

The defendants denied those allegations and con- 
tended that, once the plamtiffs accepted the apphcations 
and made the allotments, the defendants were reheved 
of their hability under the underwntmg agreement 

Mr Justice Rowlatt held that the plamtiffs had not ^ 
made out their case and gave judgment for the defendants 
with costs 
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Judgment 

Lord Justice Scrutton, in giving judgment, said that 
he regietted to say that the appeal must be dismissed, 
and he regretted to» say it because the case seemed to 
be a very bad example of the sort of thmg that had been 
going on in the City of London dunng the last three or 
four years m connection with underwntmg , 

Where there had been a new company to be formed 
durmg the "boom” which had come to an end it had 
been a case of "where tbe carcass is, there the birds of 
prey will be gathered together,” and either as promoters, 
or as Underwriters or sub-miderwnters, they had been 
making as much as they could from a new company at 
a time when it had very msufficient protection from its 
directors 

When the appellant company was promoted it was 
expected that the pubhc, followmg the course of specu- 
lative gambhng, would rush m and take the shares The 
shares were underwritten by the respondents, and the 
question to be decided turned on the construction of 
the agreement between the appellants and the respond- 
ents with regard to the underwriting The respondents 
were to receive 5 per cent comimssion for the under- 
wntmg, and the sub-undenvnters were to receive 4 per 
cent out of thlt, leavmg i per cent for the respondents 
and that at a time when the pubhc were rushing m to 
subsenbe in any company, however ndiculous, with 
consequences wluch had been seen m,the wmdmg-up 
of those companies At that time Underwaters and 
sub-underwriters were getting a good deal of money 
subsenbed by the pubhc for no particular services 
Of the sub-underwntmg contracts m the present case 
for 345,000 shares of £1 each those relatmg to 155,060 
were ndiculous, and if any mquiry had been made by 
the respondents, they would have found that they were 
ndiculous One, for 55,000 shares, mvolvmg a hability 
of £55,000, was from a man who had a county court 
judgment agamst him for £15 

Tokenhouse Securities recognized that it was a ridicu- 
lous performance of their contract to put forward apphea- 
tions such as those by dechnmg to claim the commission 
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of I per cent for themselves and 4 per cent for the sub- 
underwriters in respect of the 155,400 shares 

In view of the agreement with Tokenhouse becurities, 
the shareholders of the appellai^ company had grave 
reason to complaul of the directors who considered those 
underwriting applications Without any proper con- 
sideration the two directors to whom the task was 
delegated took the most effective steps of approving the 
sub-underwriters — ^they allotted the shares He could 
conceive of directors saymg that they would not proceed 
on sub-imderwntmg contracts until they knew more 
about the sub-underwnters He could conceive of them 
directmg the cheques for moneys payable on application 
to be presented for payment so soon as they were handed 
into the bank If that had been done the fat would 
have been m the fire at once , for the man with a county 
court judgment agamst him was not likely to be able to 
meet his cheque for an eighth of :£55,ooo 
But neither of those courses was taken The directors 
havmg considered and approved the sub-underwntmg 
applications, the Tokenhouse Securities Corporation were 
reheved of their obligations under the underwriting con- 
tract, and it was impossible for the company to succeed 
m the action The appellant company might have other 
remedies, but they could not succeed m'lhis appeal 
Concludmg, his Lordship said "I fancy that the 
palmy days of underwntmg have gone, but people will 
be well advised to be a httle cautious in dealmg with 
underwritmg and issuing houses ” 

Lord Justice Greer and Lord Justice Slesser concurred 
The appeal was accordingly dismissed 


To such low estate had the Main Underwntmg 
Agreement fallen that The Times Law Reporter refers 
to the North British Artificial Silk Mam Underwritmg 
Agreement as “ one whereby the defendants undertook 
to procure sub-underwntmg contracts ” Every trace 
of guarantee obhgation was gone 
The case aroused widespread interest The Financial 
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News, in its issue of 21st November, 1929, commented 
as follows — 


UNDERWRITING 

It is no small sensation that has 'been caused by the Preas 
outspoken and pungent words of Lord Justice Scrutton 

in delivering judgment m the latest underwritmg case 

North British Artificial Silk, Ltd , against TokenHouse 
Securities Corporation, Ltd , reported m our last issue 
Sir Thomas Scrutton when at the Bar had a leadmg 
practice in commercial cases and as a judge has had to 
deal often enough with commercial law and practice 
He IS renowned for his expenence and learning and no 
less for his plain speakmg It is with pecuhar pleasure 
that we now find one of our most distmguished judges 
lendmg the weight of his authority to the wammgs 
we have given m these columns respectmg the evils 
that have sprung up m connection with underwritmg 
and sub-underwnting , for our readers will recall that 
we were the first journal to focus piibhc attention upon 
these matters Durmg the past few months we have 
reported glanng examples amounting to scandals in con- 
nection with the management of the underwritmg of 
shares — some cases the default resultmg m a prema- 
ture hquidatioA of the companies concerned It is plam 
that Lord Justice Scrutton and the Court of Appeal m 
the observations on the latest case have thought it their 
duty to animadvert on what "seemed to be a very 
bad example of the sort of thmg that tad been gomg 
on m the City of London durmg the last three or four 
years in connection with underwritmg ” The Lord 
Justice also said "I fancy that the palmy days of 
underwritmg have gone, but people wiU be weU advise^ 
to be a httle cautious m dealmg with underwritmg and 
iss uing houses ” We ourselves m this column, on 19th 
August, reviewed and commented on the general position 
as disclosed all too frequently, and it is as well that the 
Courts have now emphatically marked then sense of 
the perils that so often beset the path of company 
flotation m regard to underwritmg 

The particular case that called forth such strong judicial 
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comment was, m fact, one m which the underwnting cor- 
poration won the day and succeeded in resisting a claim 
by the plamtiff company The claim was made m respect 
of an underwriting agreement whcpeby the defendant cor- 
poration undertoolifto procure sub-undei wntmg contracts, 
it bemg alleged that a number of such contracts were 
worthless and that the cheques paid by way of deposit 
on the underwntten shares by defaulting sub-underwnters 
were dishonoured It was alleged that altogether 155,400 
shares of each were left on the hands of the plamtiff 
company, and had to be re-issued at a heavy loss — the 
sum of £19,425 bemg claimed The defendant corpora- 
tion denied these allegations But they further con- 
tended that the plaintiff company's directors havmg 
accepted the apphcations and made allotments there- 
under, there could in no event be any claim, and that 
the defendant corporation thereby were relieved of any 
legal liability under the agreement The case was tried 
before Mr Justice Rowlatt, who, we gather, held that 
this contention was right m law, and that whatever 
might be the actual truth as to the worth of the sub- 
underwntmg contracts, they had been accepted and 
acted on by the plaintiff company On appeal, the Court 
of Appeal has taken the same view As Lord Justice 
Scrutton remarked "Without any proper consideration, 
the two directors to whom the task was delegated took 
the most effective step of approvmg the sub-underwnters 
— ^they allotted the shares ” In thus deciding the action, 
however, the Court of Appeal considered the facts of the 
case as submitted to them, Lord Justice Scrutton statmg 
the matter thus — 

Of the sub-underwritmg contracts m the present 
^ case for 345,000 shares of £i each, those relatmg to 
155400 were ndiculous, and, if any mqmry had been 
made by the respondents, they would have found 
that they were ridiculous One, for 55,000 shares, 
mvolving a habihty of £55.000, was from a man who 
had a county court judgment agamst him for £15 
Tokenhouse Secunties recognized that it was a ndic- 
ulous performance of their contract to put forward 
apphcations such as those by declinmg to claim the 
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commission of i per cent for themselves and 4 per 
cent for the sub-underwriters m respect of the 155,400 
shares 

The action of tha directors m approvmg these sub- 
underwntmg apphcations was criticized, and the Court 
of Appeal hinted that the company might have other 
remedies, although they could not m that action succeed 
agamst the defendant corporation 

We forbear any further comment on the judicial state- 
ments above referred to They speak for themselves 
But we feel bound to refer to a letter from the solicitors 
acting on behalf of the defendant corporation prmted m 
another column They contend that “this case exemph- 
fies the dangers incurred by a too successful htigant who 
is thus demed any opportumty of stating his case or 
refuting in evidence the allegations of his opponent ” 
It IS not for a lay journal to discuss this startling pro- 
position The fact remains, however, that the Court of 
Appeal has stated the facts to be as they appear m the 
reports of the case, and has based upon them comments 
m adverse critiasm of certain dnectors of the plaintiff 
company and of the defendant corporation The public 
must, of course, assume that the course taken by the 
Court of Appeal was nght and proper We cannot imag- 
ine that all p?oper steps to manage and state their case 
were not open to the defendants m the action Nor can 
we agree that proper comment upon judicial utterances 
must be postponed or withheld unless and unW the 
plamtiff company brmg another action After all, the 
mam pubhc mterest m the case hes in the general 
observations of Lord Justice Scrutton. who appears to 
have felt the desirability of a warning to directors and 
the pubhc generally m regard to the extent to whmh 
"bad” underwriting has- prevailed m the City This 
judicial support strengthens us m the course we have 
laken hitherto in watchmg with close and anxious care 
m this question, and has justified the constant wammgs 
we have ventured to give to the commercial pubhc who 
look naturally to financial journals for service of this 
kmd It has been suggested m some quarters that some 
legislative mtervention is called for m this matter of 
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underwnting We axe not of that opinion As Lord 
Justice Scrutton mdicated in his judgment, directors 
and others concerned have the remedy mainly m their 
own hands The form of the contracts, the selection of 
the Underwriters, n and the discretion to be exercised 
before approvmg apphcations and allottmg shares should 
be more carefully attended to The evils have now had 
judicial comment apphed to them, and it is to be hoped 
company officials will pay heed to this welcome mdorse- 
ment of the advice we have offered from time to time 

Inadequacy Thc Ftnunctal News endorsed Lord Justice Scrutton’s 
view that directors and others concerned have the 
remedy mamly m their own hands But it is not quite 
so simple as that In the case of the new company 
of the kmd m which underwritmg scandals have been 
so flagrant, the first directors are, for the most part, 
secured by the promoters There is therefore a certain 
intimacy m the relations of directors and issumg house, 
and the terms of the underwriting contracts may not 
be so closely scrutmized as they should be Under- 
wntmg IS arranged between one group of busmess men 
and another If the groups were appro?£imately equal 
m weight and experience, all would be well Unfor- 
tunately, the experience is apt to be one-sided The 
promoters and issuing house know all that is to be 
known about underwriting contracts , the directors who 
are not nommees of the promoters or issuing house, 
while they may be excellent busmess or technical men, 
haye often little expeiience of the intricacies of com- 
pany flotation 
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FURTHER CONSEOUENqES OF THE 
DETERIORATION OF THE MAIN 
UNDERWRITING AGREEMENT 

Of course it may be said that, if sub-underviTiters cnhcunvof 
default, the Company can sue them in the Courts , 

defaultlnjsub 

The sub-underwriters have put in an irrevocable appli- 
cation for shares with the sub-underwritmg letters, 
their contract obliges them to take up their due pro- 
portion of the residue of shares not allotted to the 
public, and if they fail to pay the sums due on allotment 
on these shares, the Company has its legal remedy 
In the North British Artificial Silk case. Lord Justice 
Scrutton drew attention to the man with a County 
Court judgment agamst him who had involved himself 
m a habihty of £55,000 by sub-underwnting 55.000 
shares of £x each This was by no means an isolated 
case The following, reproduced from the Financial 
Times of 22nci' January, 1930, is one of many sumlar 
reports — 

SUB-UNDERWRITER’S FAILURE 
Bankrupi’s Frank Admissions 

(London Bankruptcy Court Before Mr Registrar 
MeUor ) 

The public examination was held yesterday of Mr 
C W , descnbed as of » , 

who applied to pass upon accounts showing habihties 
£11,352 and assets ml 

Repl3nng to Mr Ferrars Vjwyan, Offiaal Receiver, the 
debtor said that since the end of 1918 he had acted as 
a half-commission man and a secretary to various com- 
pames His present position was entirely due to liabilities 
mcurred by undertakmg sub-contracts for the under- 
wntmg of shares 
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Early in 1929, when out of employment, he was 
mtroduced to one B , who persuaded hmi to take 
up the sub-underwriting of shares He did not Imow 
that B had been through tbe Bankruptcy Court, 
and he bad never "anderwritten shares up to that time 
In February, 1929, he underwrote a number of shares 
in Direct Produce (London), and the issue being a 
suctess he made a profit of £96 
Further examined, the debtor said that m March, 
1929, he sub-underuTote 10,990 5s shares m Albanian 
National Brewery, 3,280 £i ordmary shares m Waste 
Food Products, and 48,260 2s shares m Transmotagraph, 
I td He was unable to take up the shares and judgments 
for £2,770, £3,357 and £5,170 were respectively obtained 
agamst him m respect of the three companies He did 
not know who was the issumg house in either case, the 
business havmg been brought to him by B 
The Registrar " Is no mquiry made by any responsible 
person as to the capacity or sohdity of sub-underwriters 
The Of&cial Receiver “So far as I know, no such 
mqmry is made Anybody can underwrite or sub- 
underwnte presummg that they are acceptable to the 
issumg house ” 

Debtor " It depends entirely upon the issmng house ’’ 
The Official Receiver "It is up to the head Under- 
writers to make mquiries ” 

Debtor added that when the first judgment was 
entered agamst him he reahzed that he was hopelessly 
msolvent He 3 id not defend the actions, and he frankly 
admitted that he had no justification for undertakmg the 
contracts 

The exammation was concluded 
On 12th March, 1930, the same newspaper com- 
mented very fairly — 

UNDERWRITING DEFAULTERS 
Judgments Leading to Bankruptcy 
‘'Financial Times” Special 
Recently the Courts have been heavily engaged m a 
series of lawsuits m which pubhc companies have sued 
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defaulting Underwnters In many of these cases the 
plamtiffs have discovered that a judgment agamst the 
defaulters is of no substantial value Se-veral bankruptcies 
, have prefaced or followed the Courts’ verdicts 

This state of affairs has caused Several companies to 
refrain from pursuing legal redress It has been no 
uncommon feature of the widespread default to discover 
that potential defendants have not possessed m penmes 
the amount that could be claimed in pounds It is no 
exaggeration to state that at least ten companies are 
to-day strugghng for existence on madequate capital 
with no hope for the future 

The exammer in bankruptcy has been faced with many 
stories of underwriting default It seems small consola- 
tion for an impovenshed company to appear as pnncipal 
creditor In the majonty of cases the possibihties of 
obtauung even a few pence in the pound are exceedmgly 
remote 

Inqmry among many companies leveals a remarkable 
condition of affairs It can be stated without hesitation 
that, m spite of all legal proceedmgs, it is certam that 
the companies as a whole will not recover more than 10 
per cent of the amount owmg Tins, of course, leaves a 
deficit of several mfihons 

At the present tune there are miUions of shares lying 
m "cold storage ’’ The Financtal Ttmes has knowledge 
of several companies m winch more th^n half the entire 
capital has been neither issued nor paid for The know- 
ledge of these facts has played no inconsiderable part 
m the declme of speculative busmess 

Sometimes the company solved the difficulty ’’of 
havmg to pursue defaultmg sub-underwnters by the 
simple expedient of cancellmg their allotments Take, “^erwritere 
for mstance, the foUowmg report given in the Ftmnctal 
Times of 14th December, 1929, of the proceedmgs at 
the first meetings of the creditors and shareholders of 
Portland Cement and Limestone Products, Ltd 
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CEMENT COMPANY LIQUIDATION 
Shares Not Taken Up 
Receiver’s Strictures on Underwriters 
A compulsoiy winding-up order havuig been made 
against Portland Cement and Limestone Products, 22, 
Northumberland Avenue, W C , the statutory first 
meetmgs of the creditors and shareholders were held 
yesterday at B.inkruptcy Buildmgs, Carey Street, W C 
Mr E T A Phillips, Ofificial Receiver, reported that 
the wmdmg-up order was made on i8th November, 
upon the petition of a creditor The company was 
registered on 7th December, 1927, with a nominal 
capital of ;£5 oo,ooo divided mto 225,000 lx 7J per cent 
Cumulative Preferred, 250,000 £1 8 per cent Partiapat- 
ing Ordmary, and 500,000 is Deferred shares, to carry on 
busmess as manufacturers and merchants of cement, 
hme and building materials of all kmds The issued 
capital was ^131,295 

A statement of affairs had been presented showmg 
liabihties £47, 3X.^, made up of £23,449 due to unsecured 
or trade creditors, £22,229 claims foi breach of service 
contract, and other small items The assets were valued 
at £3,563, apart from any possibility of recovery, nearly 
£2,000 from the receiver acting on behalf of the deben- 
ture holders and the further possibility of recovermg 
something from the duectors if it was found later that 
they had been^guilty of any breach of trust 

Dealmg with the history of the company, the Chair- 
man said Mr W H Nockhold had acted as managing 
director at a salary of £3,000 per annum He was a 
director of Associated Engmeermg and Fmance Com- 
•pany (the promoters) and had stated that he had been 
mterested m the cement mdustry for 17 years In June, 
1926, he inspected a properly at Fitstone, where he dis- 
covered material suitable for the manufacture of Port- 
land cement of the highest quality 

On 8th December, 1927, an agreement was entered 
mto for this company to purchase from Associated 
Engmeermg and Fmance Company the property, together 
with other properties at Cheddmgton, Leighton Buzzard, 
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and Coleford, Dorset, the consideration being ,£65,000, 
payable £30,875 cash and £34,125 m shares On the same 
date an agreement was entered mto with the Scottish 
Fmance Company under which that company agreed to ^ 
subscribe or procure subscriptions! at par for 235,000 
8 per cent Participating Ordinary and 117,500 Deferred 
shares 

Glowing PROSPrcTus 

A prospectus was issued offermg shares to the public 
It referred m glowmg terras to the value of the properties 
acqmred, and suggested that there should be £45.000 
available for worlong capital It stated, with reference 
to the agreement with the Scottish Finance Company, 
that It provided that that company irrevocably accepted 
sub-miderwTitmg contracts and cheques from parties 
specified on an identified list for the whole of the under- 
written shares 

The issue was not a success, apphcations for only 
25,977 Participatmg Ordinary and 12,465 Deferred 
shares being received, with the result that the sub-under- 
writers had to be called upon 

Some of them made default, and as it was found they 
were unable to fulfil their contract, on the advice of 
the solicitors to the company, the allotments to those 
parties were Cancelled 

This, remarked Mr Philhps, was but another illus- 
tration of the scandalous way m which underwriting 
transactions had been earned on withpi recent years 
(Hear, hear) 

He said this left the company handicapped for want 
of money, and m order to meet pressmg habihties £10,660 
was obtamed on the security of a mortgage over property 
at Leighton Buzzard and Coleford, and on 8th May, 
1939, a 10 pel cent debenture for £1,000 was issued to 
Mr S H Brown Execution havmg been levied at the 
works at Leighton Buzzard, the debenture holder ap- 
pomted a receiver and manager who took possession, 
and eventually sold the Coleford works for about £11,000 
and the property at Leighton Buzzard for approximately 
£7,000 

The failure of the company was the omission of the 
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Underwnters to take up their shares He (the Official 
Receiver) would not like to say whether the company 
would have been a success if the whole of the capital 
had been subscnbed, but in the absence of adequa^te 
funds it was bownd to come fo gnef The accounts 
showed that the httle trading which the company did 
resulted m a loss of £3,703 

The appomtment of a liquidator will be determined 
later by the Court, more than one nommation being put 
forward, but a committee of investigation was selected, 
and strong opinions were expressed by both creditors and 
shareholders that the hqrudator should take all necessary 
steps to bring home to those responsible the hability for 
the misrepresentations (particularly with regard to the 
underwnting agreements) m the prospectus 

Some of the sub-underwriters made default, and "as 
it was found they were unable to fulfil their contract, 
on the advice of the solicitors to the company, the 
allotments to those parties were cancelled ” This was 
very convenient for the defaulting sub-underwriters, 
but, of course, it reduced the whole business of under- 
writmg to a farce 

The protection Even With the most complaisant Boqrd of Directors, 
mdemnters however, this devLce was usually too transparent 
appuc^L Issuing houses who had fanned out then guarantee 
ohhgations found it politic to look elsewhere for support 
for their sub-underwriters If these issuing houses weie 
to hve, it was a necessity of their survival that they 
kept their sub-underwriters together A few failures 
djd not hurt them In a time of issue activity like 
1927-28, the puhhc were avid for mvestment and specu- 
lation, and there was almost always bound to be a 
certain number of successes When the failures came 
along, the best method of protecting sub-underwriters 
was to use an existing registration that had done no 
busmess, or a small company specially formed for the 
purpose These dummy companies put m applications 
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for shares sufficient to relieve the sub-underwnters 
When these shares were allotted, the guarantee obhga- 
tion of the sub-underwnters was at an end The Mam 
tlnderwritmg Agreerhent, through^ the complete con- 
tractmg out of underwriting to sub-underwnters, had 
ceased to be a guarantee contract The process was 
now earned a logical stage further Sub-underwriters, 
by such apphcations, were m turn reheved, and the 
sub-underwriting letter ceased to be a guarantee 
contract 

This practice was very common among a certam 
class of issumg house, but, of course, it only came to 
hght under exceptional circumstances, such as the later 
compulsoiy wmdmg-up of the Company As an ex- 
ample, we can select from published cases the report 
of the statutory first meetmgs of the creditors and 
shareholders of Rayon and General Development Cor- 
poration, Ltd This Company was a promotmg and 
underwntmg company The immediate cause of its 
wmdmg up was its habihties m coimection with the 
promotion of 4 he Yorkshire Artificial Silk Co , Ltd 
The latter Company was promoted in May, 1928, with 
a nominal capital of £325,000 A prospectus was issued 
offermg for subscription 225,000 10 per cent Preferred 
Ordmary Shares of £i each and 450,000 Deferred Shares 
of 2s each The Rayon and General Development 
Corporation underwrote the whole of the Preferred 
Ordmary Shares about to be issued for a commission 
of 4 per cent, and an overridmg commission of i per 
cent, and m addition undertook to subsenbe and pay, 
withm 21 days from the issue of the prospectus, for 
225,000 Deferred Shares at par and such number, if 
any, of the 450,000 Deferred Shares offered to the 
pubhc that were not apphed for by and allotted to 
the pubhc or sub-underwriters As the Rayon Company 

ri— (6»S3) 
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had no specialized knowledge of the business of issuing, 
it employed the Abchurch Lane Finance Co , Ltd , to 
act as issuing house Both the Rayon Company and 
the Yorkshire Artijjicial Silk Confpany eventually were 
wound up compulsorily With this preliminary ex- 
planation, we give the leport appearmg in the Finan- 
cial News of 6th December, 1929 — 

UNDERWRITERS' FAILURE 

The statutory first meetmgs of the creditors and share- 
holders of Rayon and General Development Corporation, 
Ltd , 43 Threadneedle Street, E C , were held yesterday 
The winding-up order was made on 13th May, 1929, 
upon a creditors' petition 

Mr Naunton (Official Receiver) reported that the 
company was promoted m December, 1927, by Mr 
George Wilson Turner, assisted by Mr Wilham Arthur 
Clark and Mr John Alfred Lofthouse, with a nommal 
capital of ^30,000, divided into 13,000 Cumulative 
Preference shares of £1 each and 60,000 Ordinary shares 
of 5s each, 1,750 Preference shares were issued for cash, 
10,000 Ordinary shares were issued to Mr Turner as 
fully paid m consideration of services to be rendered, 
and 13,250 Preference and 50,000 Ordifiary shares were 
issued to Mr Turner and his nominees as fully paid m 
anticipation of profits it was hoped to make on the sale 
of property, which sale never materialized 

Liability on Contract 

The mam object of the company was apparently the 
underwntmg of shares m the Yorkshire company which 
rhad been promoted by Mr Turner and Mr Lofthouse 
Under a contract dated nth May, 1928, the corporation 
underwrote 223,000 Preference shares of £j each, and 
the unsubscribed portion of 450,000 Deferred shares of 
2S each which were offered by the Yorkshire company 
for subscription The corporation also undertook to 
apply and pay for m cash 225,000 Deferred shares The 
consideration to be received by the corporation was a 
commission of 4 per cent and an over-riding commission of 
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I per cent The Yorkshire shares were under-subscnbed, 
and the corporation was hable to take up 127,626 
Preference and 265,482 Deferred shares 

Sub-underwriting Position 
Certain underwriting contracts had been entered into 
by the corporation, but with a few exceptions the habihty 
of the sub-underwriters was not enforced as the corpora- 
tion promoted Telford Trust, Ltd (which had a nommal 
capital of £10 and a subscribed capital of 2s) The 
object of that company was to apply for and receive on 
allotment all the unsubscnbed shares of the Yorkshire 
company, and to market them The Telford Trust was 
unable to pay for the shares Notwithstanding the 
heavy liabihties of the Telford Trust for shares, the 
Yorkshire company paid to the corporation underwriting 
commissions amountmg to £ xi ,2$ q , but the Official 
Receiver was informed that part of that sum was paid 
back to the Yorkshire company on account of shares 

Abchurch Lane Finance Co , Ltd 
On the formation of the Yorkshire company an agree- 
ment was entered mto by that company with the 
Abchurch Larte Finance Co , Ltd , which contracted to 
carry through the issue of the Yorkshire company and 
to apply and pay for m cash at par 325,000 Deferred 
shares That contract was not complied with, and the 
corporation appeared to have adopted the habihty, 
although it was unable to pay for the shares 
The chairman added that owmg to the absence of 
books and the neglect of Mr Turner to lodge a state- 
ment of affairs, it was impossible to furmsh any rehaWe 
mformation concemmg the assets and habdities, but the 
assets apparently consisted of various shares of little 
value, and other items valued at £1,449, while the 
habihties exceeded £8^,000, inclusive of ^40,842 due to 
the Vendomatic, Ltd , and ^£18,650 to Textile and 
General Engmeermg Co In addition, the corporation 
might be found to be liable to the Yorkshire company m 
respect of unpaid calls 



156 CAPITAL UNDERWRITING 

The liquidation was left in the hands of the OfBcial 
Receiver 

Share pools r The Telfotd Tpust, registered with a nominal capital 

of £ 10 , divided into 200 shares of is each, of which 
two shares of is each were subscribed and paid up, 
applied for a sufficient number of shares to reheve the 
sub-underwnters In the case of the Yorkshire Artrfi' 
cial Silk Company, the device, although it saved the 
sub-undeiwriters, failed to save the company In many 
other mstances it was successful These dummy com- 
panies disposed of the shares later on the market 
They were used extensively, for example, m many of 
the 1928 gramophone issues The procedure was as 
follows 'V^en it was seen that an issue was gomg 
badly, the dummy company put m a large application 
To complete the relief of sub-underwriters, and to 
minimize the risk of eventual failure of the operation, 
the vendor was generally persuaded to use most of 
his cash consideration to apply for shares The issumg 
house or promoters, as "evidence of good faith’’ when 
prevaihng upon the duectors to allot *'to the dummy 
company, more often than not agreed to take a sub- 
stantial part of then fee m shares Thus, a sufficient 
number of shares to control the market could be pooled 
Simultaneously with these manoeuvres an outside 
broker was approached In 1928 there were about a 
dozen of these gentlemen who specialized m this kmd 
CJf transaction, and some of them made substantial 
profits out of it The podl gave the outside broker 
options on the shares at nsmg prices For mstance, 
options on a 5s share might start at 3s or 3s 6d 
and rise to ys or 8s The outside broker then com- 
menced a pubhcity campaign These campaigns were 
beautifully organized The Press is rightly averse to 
its general columns bemg used for share pushmg , but 
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these brokers could guarantee that every day for, say, 
a two months penod there would appear m a London 
daily newspaper some mention of the company m whose 
shares they were opefatmg The mention might be m 
the society columns, m the gossip page, in the general 
news items, m the City section The editors, and even 
the ]oumabsts responsible, rarely knew how they were 
bemg used The ‘‘gmnea pig” director earned his fee 

An active market was made m the shares The out- 
side brokers bought and sold sufficiently to ensure a 
large number of markmgs every day and give the 
appearance of great Stock Exchange activity Quota- 
tions were advanced step by step The speculative type 
of mvestor was soon attracted, and m many cases, 
IS shares were run up to los or 12s , 2s shares to 
i8s or 20s , and los shares to several pounds On 
any recession the operators supported the market 
When they had disposed of the shares they held under 
option, they withdrew their support and as a rule the 
market collapsed 

The poohng* of shares by Underwriters and sub- 
underwriters who have had to accept allotments m 
terms of their contracts, and the subsequent sale of 
these shares on the market by trustees on behalf of 
the pool, has long been recognized as a legitimate 
operation When an issue goes badly, the market m 
the shares is naturally weak Apart from the unfor- 
tunate pubhcity of failure, the Underwriters and sub- 
underwriters, except for their firm applications, are 
not permanent holders There is always therefore a 
large number of shares hangmg over the market In 
other words, the supply exceeds the demand If Under- 
writers and sub-underwriters were to throw their shares 
on the market, quotations would be unduly depressed, 
the bona fide apphcants for shares would suffer, and 
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the Underwriters would lose money The obvious 
remedy is for Underwriters and sub-underwriters to 
pool their shares and ration the market The hues of 
a poohng agreement are well 'estabhshed Several 
excellent forms m general use are given m Palmer’s 
Company Precedents, Part I, Chapter II The usual 
procedure is for the shareholders concerned to convey 
their shares mto the names of trustees The trustees 
sell the shares at their discretion, and, after paying 
expenses, divide the proceeds among the members of 
the pool If the trustees are given power to buy shares 
m the company, it is usually under strict conditions 
A pool of this kmd performs a useful function , but very 
different in character were many of the 1928 poohng 
agreements to which we have referred They were con- 
stituted for the express pmpose of riggmg the market 
Legally they may have been watertight Morally, they 
were often nothing more than conspiracies to defraud 
the public 

The pringing A further result of the deterioration of Mam Under- 
lSd°ermiting writmg Agreements was the sprmgmg up of small finan- 
groups formed to get underwritmg and earn the 
commission They usually combmed this activity with 
the busmess of,jssmng Between 1920 and 1928 a con- 
siderable number of so-called issuing houses were regis- 
tered with ridiculous capital Agam confinmg our- 
selves to published reports, we give as an example the 
followmg extract from the Ftnancial News of 14th 
December, 1929, relatmg to* the Fordham Trust, Ltd 
This Company with a capital of £500 underwrote m 
one mstance alone 900,000 shares of los each 
BIG UNDERWRITING CONTRACTS 
;£5oo Trust’s Failure 

Under the compulsory hqmdation of Fordham Trust, 
Ltd , York Road, Kmg’s Cross, N , the Of&cial Receiver, 



DETERIORATION OF THE MAIN AGREEMENT 159 

who IS also acting as liquidator, reports that the total 
habihties amount to ^£40,508 and the assets are valued 
at sufficient to yield a surplus of £8,803 after payment of 
,all debts The issued capital is 500 Ordinary shares of 
£i each ' ^ 

The company was formed in August, 1928. to carry 
on business as company promoters According to the 
books, a profit of £6,586 was made out of the promotion 
and issue ot the prospectus of United Match Industries, 
Ltd , but there appears to be a liabihty of £5,520 for 
unpaid calls on Preference shares taken up by the 
Trust 

In October, 1928, the Trust entered mto arrangements 
to acquire certain busmesses with the object of selling 
them to Gradiophone Cabinets, Ltd . which was formed 
with a capital of £125,000 

Parent Coal Carbonization 
The Trust was also engaged m the promotion of Parent 
Coal Carbonization Trust, Ltd , and Automatic Records 
Player, Ltd The Trust was to receive a fee of £30,000 
for promotion services in connection with the Parent 
Coal Carbonization Trust, but only obtamed £18,500 in 
respect of the expenses, and paid £500 as commission for 
the mtroductitin of the business The Trust underwrote 
900,000 8 per cent Participating Preference shares of 
los each for commissions totaUmg £25,000 That sum 
was received and cheques for £26,164 were drawn m 
favour of the Parent Coal Co m respect of shares The 
pubhc issue was not a success, and the Parent Coal Co 
IS now seeking to make the Trust liable for the amount 
of the calls on those shares 

Automatic Records 

As consideration for the promotion of Automatic 
Records Player, Ltd , the Trust was to receive £12,000 
for expenses and a fee of £1,000, but has only received 
£4,000 The whole of the issue of 850,000 shares of 2S 
each was underwntten by the Trust at a commission of 
£4,250, which was immediately repaid to the company 
as payment m full of 42,500 shares The pubhc issue was 
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not a success, and the company is endeavourmg to make 
the Trust liable for £28,329 m respect of calls on 473,230 
shares 

r In the opmion of the Of&cial Receiver the failure is 
directly attnhutalple to mismanagement on the part of 
the directors m that no proper provision was made for 
adequate workmg capital to enable the company to 
caKry out successfully an ambitious programme, and 
further, the directors committed the company to con- 
tracts and underwntmg agreements which it was not 
m a position to carry through 

Gravity of tho These examples of the methods of the decade to 
1930, made possible m large measure by the deter- 
loration of the guarantee element m Mam Underwritmg 
pubuo Agreements, could be contmued almost mdefinitely 
We have selected only a few typical examples reported 
publicly m the closmg months of 1929 and the early 
months of 1930 Readers will recollect many other 
mstances The position revealed was a most serious 
one There had been promotion scandals before the 
War , but conditions then were very different Issues 
were neither so large nor so frequent Jnvestors, as a 
whole, were better prepared to lose their money, and, 
if they speculated, they usually took care to get sound 
advice first After the War there was a great broaden- 
mg of pubhc mterest m Stock Exchange matters Last 
century wealth was concentrated m comparatively 
few hands The twentieth century has seen a steadily 
mjreasmg diffusion of money among aU classes 
Before the War the small, mvestor was content to 
put his capital m the Savmgs Bank, his Buildmg 
Society, or in Corporation Loans One of the most 
notable post-war financial developments was the m- 
terest he began to take m the shares of pubhc com- 
pames A completely new mvestmg pubhc made their 
appearance They were not nearly so well mformed, 
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and were much more mchned to venture their money 
directly on their own fancy The City was presented 
with a wonderful opportunity This new and great 
pubhc were clamoumlg to mvest The needs of mdustry 
and trade for capital had never been greater The 
issuing house, as the intermediary that would mvesti- 
gate the demand for capital, present that denland, 
supported by its own guarantee, to the pubhc, and so 
make the demand effective, had become an urgent 
necessity But the City failed to nse to the opportunity 
In this and the precedmg chapter we have seen 
examples of what too often occurred This young and 
impetuous public had picked up the jargon of specula- 
tion They were immensely mterested m new enter- 
pnses, m fresh mventions, m products that had yet 
to be marketed They liked high-soundmg names on 
the Boards of their compames, and they were given 
them They required letters m the prospectus settmg 
out expert opuuons on the new mvention or product, 
and letters were provided They expected the issue 
to be fathered by a City financial house, and the 
promoters supphed themselves with financial concerns 
with the highest sounding names Above all, they ex- 
ammed the prospectus to see that the i^ue was under- 
written, for they had grown to appreciate the signifi- 
cance of underwritmg, and they saw the names of the 
Mam Underwriters They were satisfied, and poured 
out their hard-earned savings Too late and too off^n 
they discovered that the imposing fagade of the new 
issue concealed a hollow sham 
AU nght-thmkmg people were aroused to action by 
the scandals that developed A powerful Committee 
to report on the necessary amendments to Company 
Law sat in 1925 and 1926 As a result of their recom- 
mendations, a new Act was drafted and came into force 
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on 1st November, 1929, as the Companies Act, 1929 
On 5th November, 1929, the Macmillan Committee on 
Fmance and Industry was appointed In 1930, the 
Stock Exchange revised its rules Many professional 
bodies made recommendations, and, generally speak- 
ing, the whole subject was ventilated We shall now 
exanfine the remedies proposed and consider how far 
they are effective 



CHAPTER XII 

THE COMPANY LAW AR^ENDMENT 
COMMITTEE 1925-1926 
AND THE COMPANIES ACT, 1929 ^ 

The Company Law Amendment Committee, under the 
chairmanship of Mr Wilfred Greene, K C , sat in 1925 
and 1926 to consider and report the amendments that 
were desirable in the Companies Acts, 1908 to 1917 
Their recommendations formed the basis of the Com- 
panies Act, 1929 The Committee sent out a General 
Memorandum, givmg the headings under which they 
desired opmions and evidence, to a large number of 
mdividuals, corporations, and mstitutions, and they 
heard many representative witnesses The only reply 
that dealt at any length with underwritmg was that 
put in by the Senior Official Receiver m Companies’ 
Liquidation, the late Mr H C Burgess He broached 
the subiect under the headmg of matters that ought iilSraSdum 
to be disclosed m the prospectus — Sect 8i of the 1900 
Act The relative paragraph of Mr Burgess’s Memor- 
andum and the evidence he gave on, it are quoted 
in extenso They are mterestmg m themselves, but 
they are of particular importance as showmg the atti- 
tude of this very powerful and representative Royal 
Commission to the subject of underwriting and 4ts 
abuses — 

Appendix B Memorandum by the Senioi Official 
Receiver m Compames’ Liqmdation 

Sect 81 (xh) Some restrictions upon the practice 
of gettmg irresponsible Sjmdicates to underwrite shares 
which are bemg offered to the pubhc, appear to the 
Official Receiver to be desirable 
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Particulars of 
allimder- 



These may be efiected by providing that particulars 
of all underwriting contracts, with names, addresses, 
and amounts, shall be stated m a promment manner 
m the prospectus, and that no Company or Syndicate 
shall be allowed to undertake any underwritmg unless 
it has a substantial cash subscribed capital, and is, 
in the opmion of the directors and promoteis, m 
a position to pay for the shares underwritten, if called 
on 

The Committee are no doubt aware of the French 
method of preventmg an issue to the pubhc, or deahng 
on the Stock Exchange, until a Government certificate 
as to value has been issued 


In Evidence 

413 (Chairman) I was much mterested m your sug- 
gestion as to underwriting Is it your expenence that 
irresponsible s5mdicates are in the habit of underwritmg 
shares with the result that the Company suffers some 
loss because the underwriters cannot perform their 
contract? — Yes 

416 Is it a common thmg? — Yes 

417 Has that failure to perform underwritmg con- 
tracts resulted m Companies having to go mto hquida- 
tion or something of that kmd, or how has it operated? 
— ^The most common expenence is that the small sub- 
scnption by the pubhc is used An allotment is made 
wjiich ought never to have been made The money that 
ought to come m from the underwriters does not come 
m so that the small amounts subscribed by the pubhc 
are used for purposes which are evidently not in the 
mterests of the Company and the Company cannot 
succeed on that subscnption 

418 Have you had expenence of several mstances 
of that takmg placed — Yes, in which a man who is 
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controUmg several Companies has some of these come 
in and do the underwriting, he being a promoter per- 
haps of the new Company 
419 Of course, it 'might be possible to insist that 
the names and addresses and amounts m the case of 
underwriting contracts should appear m the prospectus, 
but the practical difficulty I feel about it is, that’ that 
of itself, except to the extremely vigilant, probably 
would not be very much of a safeguard, and I see 
difficulties about the suggestion of having some sort 
of guarantee on the face of the prospectus as to the 
solvency of the underwriting syndicate or Company 
I notice you have suggested that there must be a sub- 
stantial cash subscribed capital , that, of course, would 
be rather a difficult matter to legislate for On the 
other hand, it might be a hardship if you were to make 
directors liable m the same way for the solvency of 
the underwriting syndicate Those are the sort of 
dangers I see in any proposal of the kmd? — do not 
thmk I could suggest that the balance sheet of the 
underwriters should go to the subscriber 

420 Of course, it would not be practicable to put 
that m a prospectus? — ^Not to set it out certainly 

421 The obhgation upon the direcj:or is one that 
could only be enforced by penalty One has, of course, 
to avoid anything which is gomg to penalize the honest 
man for the sake of catchmg one or two rogues That 
is the thmg one has to avoid? — thmk these thuigs 
get noticed If the namesuppeared of the underwriters 
and they were known to be connected with the promoter 
of the concern I thmk that would be noticed m the 
financial articles of the daily papers I have seen refer- 
ences to such thmgs sometimes 

422 To that extent the mere mention of the name 
and the amounts m the prospectus you thmk would 
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afford, at any rate, some safeguard? — I think so I 
think the financial papers would take it up 

544 {Mr Btan^ ) May we gd back on the points 
we have mentioned, as if so, I would like to ask a 
question on Sect 8i Does Mr Buigess main tarn his 
suggestion that m aU underwritmg contracts all the 
names and addresses of the various Underwriters should 
he stated? — Yes, I thmk they ought to make the fullest 
disclosure 

(Mr Brand) As far as my eiqierience goes, it would 
be quite impossible 

(Mr Moritmer) In the same way that it is done 
by substantial banks 

545 (Mr Brand) You get hundreds of names, and 
they could not all be got? — ^Yes, but it might be arrived 
at m some other way , it might be left to somebody 
else to certify 

546 In the great mass of underwritmg done m the 
City no question of difficulty ever arises m this con- 
nection? — The difficulty m these cases is the unsub- 
stantial underwriter I want him disclosed, because 
then he wdl not be brought into the case, and they 
will so get a substantial underwriter who will make 
good if the duty is put upon him 

547 (Mr Campbell) Are not those cases very few ? 
— ^No, not in my experience 

4 JMr Andrewes-Uthwatt) There was a case m which 
an underwriter could not pay up a matter of £10 

(Mr Brand) If you did this, you would practically 
stop underwntmg as it exists at present It would have 
to take some other form 

(Mr Mortimer) You would have to get one big 
house to do the whole thmg, and then split it up, 
it would be very difficult 
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{Mr Harold Brown) It is that very question which 
led to the practice Underwriting was done by hun- 
dreds of people When the Companies Act was passed 
the question arose, * Are the underwritmg contracts 
matenaP ” — ^we had to set out the dates and parties 
To get over that, the practice began to make a top 
underwritmg contract with one Company, and Then 
that was covered by hundreds of sub-contracts That 
has been abused Sometimes the top Underwriter is 
a Company which has not the financial capability of 
carrying out the obligation If it has substantial sub- 
underwriters behmd, it does not matter, but it may have 
very unsubstantial sub-underwriters behmd it, but 
these cases are only one m a thousand 

[Mr Andrmes-Uthwatt) Promoters wiU not run the 
risk of havmg unsubstantial imderwnters and havmg 
to pay the initial advertismg and other expense 
{Mr Campbell) 1 thmk there have only been six 
cases where the underwriters have been unsubstantial 
548 {Mr Wilton) I should like to ask whether Mr 
Burgess approves of the modern practice of directors 
actmg as underwriters m connection with the Com- 
panies in which they are concerned as directors? — I 
do not know that I have found any difficulty m it 
I cannot appreciate where any mischief could arise if 
you have a responsible underwriter 

It IS hard to credit Mr Campbell’s statement tl^at 
m the years preceding 19^6 there had been only six 
cases when the Underwriters had proved unsubstantial 
In the years succeedmg 1926 he might have found a 
good many every month 

Mr A F Topham, K C , made a sunilar suggestion 
to that of the Senior Official Receiver In his reply to 
the Committee’s General Memorandum he wrote 
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“Underwriting is, in my experience, sometimes under- 
taken by bogus Companies with no sufficient assets 
The prospectus should, I thmk, state the amount of 
capital paid up m cash of thfe underwritmg com- 
The ^ pany ” But the Committee decided to do nothing 
decision ' TheiT recommendation m regard to prospectuses com- 

Nochange = , , „ 

menCed as follows — 

Prospectuses 

38 The existmg law with regard to prospectuses 
properly so called is m our opmion on the whole satis- 
factory No evidence was given before us to justify 
any relaxation of the law m this respect except m one 
mmor particular The statutory requirements are strict 
and m some cases no doubt may prove unnecessarily 
onerous, but we consider that the public should con- 
tmue to receive the protection which it at present 
enjoys 

The only other references to underwritmg in the 
evidence before the Committee were m relation to the 
rate of commission that should be permissible, and to 
the necessity of disclosing the amount paid in a Com- 
pany’s balance sheet 

Simittee’s statutes^havc left underwritmg very much alone 

Companies Act, 1929, there are 385 sections 
snbsoriptjoi. Qjjg Qf tiiese deals with underwritmg The law has 
always taken qmte another view of the methods by 
wjuch a Company should ensure that it has sufficient 
capital for its requirement? The legal prmciple has 
been the method of minimum subscription In an 
earlier chapter we have noted how the prmciple of the 
mmimum subscription was reduced to a mere formality 
The most fundamental change made m the law by the 
1929 Act was the new provision of Sect 39 regarding 
the minimum subscnption This was the Legislature’s 
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remedy for the abuses and scandals that we have 
described Sect 39 provided that the minimum sub- 
scription on which the Company could proceed to allot- 
ment was the amount stated m the Prospectus as 
sufficient, in the opinion of the directors, to provide 
for the full purchase price of any property acquired, for 
all prehmmary expenses, underwritmg commission and 
brokerage, and for workmg capital The section read — 

Allotment 

39 (i) No allotment shall be made of any share 
capital of a company offered to the pubhc for sub- 
scription unless the amount stated m the prospectus 
as the mmimum amount which, in the opinion of the 
directors, must be raised by the issue of share capital 
in order to provide for the matters specified m para- 
graph 5 m Part I of the Fourth Schedule to this Act 
has been subscribed, and the sum payable on apphca- 
tion for the amount so stated has been paid to and 
received by the company 

For the purposes of this subsection, a sum shall be 
deemed to have been paid to and received by the 
company if a cheque for that sum has been received 
m good faith by the company and the directors of 
the company have no reason for suspecting that the 
cheque wdl not be paid 

(2) The amount so stated m the prospectus shall 
be reckoned exclusively of any amount payable other- 
wise than in cash and is_ in this Act referred to as 
“the imnimum subscription ” 

(3) The amount payable on apphcation on each share 
shall not be less than 5 per cent of the nommal amount 
of the share 

(4) If the conditions aforesaid have not been com- 
phed with on the expiration of 40 days after the first 
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issue of the piospectus, all money received from apph- 
cants for shares shall be forthwith repaid to them 
without mterest, and. if any such money is not so 
repaid withm 48 days after the issue of the prospectus, 
the directors of the company shall be jointly and sever- 
ally hable to repay that money with interest at the 
rate of 5 per cent per annum from the expiration of 
the forty-eighth day 

Provided that a director shall not be liable if he proves 
that the default in the repayment of the money was 
not due to any misconduct or negligence on his part 

(5) Any condition requirmg or bmdmg any applicant 
for shares to waive comphance with any requirement 
of this section shall be void 

(6) This section, except subsection (3) thereof, shall 
not apply to any allotment of shares subsequent to 
the first allotment of shares offered to the pubhc for 
subscription 

^mpaues Paragraph 5 of Part I of the Fourth Schedule of the 
PuiXf which reference is made m the first subsection 

of Sect 39, runs— 

Part I 

Matters Required to he Stated m Prospectus 
5 Where shares are offered to the public for sub- 
scription particulars as to — 

(1) The mmimum amount which, m the opinion of 
the directors, must be raised by the issue of those 
shares m order to provide the sums, or, if any part 
thereof is to be defrayed m any other manner, the 
balance of the sums, required to be provided m respect 
of each of the foUowmg matters — 

(a) The purchase price of any property purchased 
or to be purchased which is to be defrayed m whole 
or m part out of the proceeds of the issue , 
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(&) Any prehmmary expenses payable by the 
company, and any commission so payable to any 
person m consideration of his agreemg to subscribe 
for, or of his proctirmg or agreemg to procure sub- 
scriptions for, any shares m the company, 

(c) The repayment of any moneys borrowed by 
the company m respect of any of the foregomg 
matters , 

{d) Workmg capital , and 

(u) The amounts to be provided m respect of the 
matters aforesaid otherwise than out of the proceeds 
of the issue and the sources out of which those amounts 
are to be provided 

To make the picture complete, we quote from the 
Report of the Company Law Amendment Committee, 
1925-1926— 

E Minimum Subscription 

42 The existing law as to mmunum subscription Thet ^mp^^ y 
has become m practice useless owmg to the low mmi- 
mum which is usually fixed m Articles of Association ',fonfSd 
We consider that an alteration m the law should be 
made so as to brmg it as nearly as possible withm 
tha origmal mtention of the legislature; 

Then followed the recommendations that were put 
into effect by Sect 39 The concludmg sentence ran — 

If this recommendation is adopted. Sect 85 (i) 
should be amended so as to make equivalent ’to 
payment a cheque given and received m good faith 
where the directors have no reason to beheve that 
the cheque will not be met 

This proviso was likewise given statutory force by 
Sect 39 

The section provided a much-needed reform It 
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marked a great advance , or rather it brought us back 
to the spirit of the 1862 Companies Act No company 
^ should go to allotment until its mmimum capital re- 
quirements are assijred The stattites tackle the prob- 
lem of the provision of capital from quite a different 
angle from that discussed in this book The new pro- 
visions may be as far as the statutes can go The 
Company Law Amendment Committee were certamly 
of that view, but do the new provisions ensure that 
the Company will have adequate capital? The Com- 
panies Act, 1929, in the opmion of its sponsors, cut 
the Gordian knot These sponsors said, in effect You 
City men have found the guarantee provided by under- 
writmg to be an essential part of company finance 
That may be so, but we can take no cognizance of the 
to practice beyond fixmg the rate of commission that may 

be paid for such services and ensuring that the rate of 
commission and the parties to the Mam Underwriting 
Agreement are disclosed m the Prospectus There have 
been bad breakdowns m underwritmg Recently, com- 
panies have been deprived of many milhons of pounds 
through the default of Underwriters These companies 
have consequently had msufficient capital and have 
been forced in^p liqmdation We are gomg to ensure 
that these thmgs do not happen agam by fixmg the 
mmimum subscnption on which the directors may 
proceed to allotment If the pubhc do not subscnbe 
the mmimum subscription, we have no objection to 
your Underwriters commg to the rescue If they, too, 
fad, the shareholders must have their money back, 
there is to be no allotment to anyone Underwritmg 
is your affair, not ours We have set yon the problem 
— ^the mmimum subscnption must be provided before 
the Company can proceed to allotment You must put 
your own house m order Underwritmg practice has 
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been shown in the past few years to be in some respects 
defective If you want your company flotations to go 
on, you had better set about remed3nng the defects 
at once That is your problem, no^ ours 
There would be a considerable amount of truth m m^e 
this view if the section were watertight, but that is faus 
precisely what it is not On the express recommfoda- 
tion of the Company Law Amendment Committee — 
made after takmg much evidence that makes very 
mteresting readmg— the first subsection of Sect 39 
states — 

"For the purposes of this subsection, a sum shall 
be deemed to have been paid to and received by 
the company if a cheque for that sum has been 
received m good faith by the company and the 
directors of the company have no reason for suspect- 
mg that the cheque wiU not be paid ” 

Consider for a moment the usual practice of allot- 
ments in the case of a pubhc issue The Prospectus 
states that the subscription lists wiU open at a certam 
time, and, as a rule, that they will dose m two or 
three days For mstance, at the head of a Prospectus 
issued on 5th September, 1933, there^ would appear 
the words — 

" The subscnption hst will open on Tuesday, the 5 th 
day of September, 1933, and wiU close on or before 
Thursday, the 7th day of September, 1933 ” , 

The three days' mterval is ]ust a tradition It is many 
years smce an mdustnal issue, at any rate, remamed 
open a second day In practice, the lists are only 
allowed to be open a very few hours, for it has been 
found that mvestors are qmck to discover if an issue 
IS not gomg well, and to withdraw their apphcations 
Apphcants may be divided mto two classes— stags and 
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genume investors Stags are persons who, if they think 
well of an issue, put m large applications, often m 
many different names, m the hope of makmg a quick 
profit when dealmgs in the shares commence on the 
Stock Exchange Many people consider them a 
nuisance, but in some ways they perform a definite 
economic function The permanent mvestor is often slow 
at makmg up his mmd He reads the Prospectus, but 
he IS not sure He may like to consult his stockbroker 
or his banker before he commits himself, and by that 
time he is too late Or he may not see the Prospectus 
at aU, although, when the company is later brought 
to his attention, he appreciates that the shares wih 
make an excellent holdmg The stags step mto the 
breach They give the issue a good send-off They 
help to make an active market m the shares If the 
permanent mvestor has to pay more for his holdmg, 
he may console himself with the reflection that if it 
had not been for the stags, and the success they gave 
the issue, he might never have heard of it at all But 
the stags are out for a quick profit If they find on 
the morning of the issue that subscriptions are hanging 
fire, they cancel their apphcations at once 

Similarly, if if comes to the knowledge of the genuine 
mvestor that subscriptions are commg m slowly, he 
IS equally anxious to withdraw his apphcation, for he 
realizes that a large proportion of the issue will prob- 
ably be left with the Underwriters and that there will 
be a reasonable chance of obtaming shares at a discount 
after permission to deal has been given by the Stock 
Exchange 

On the mommg of an issue, therefore, unless the 
pubhc response has been immediate and overwhehnmg, 
the duectors are m a dilemma In nme cases out of 
ten it IS politic to close the hsts in an hour or two 
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and to proceed to allotment If the pubhc have not 
subsciibed in full, the residue is distributed among the 
Underwriters and sub-underwnters Then up comes the 
question of cheques ’Presumably the public, when they 
apphed for the shares, could afford to pay for them , 
but what about the sub-underwnters ? In all the scan- 
dals of 1928 and 1929, how often could it be said that 
duectors, in the words of Sect 39, accepted cheques, 
“ suspectmg that the cheques will not be paid ” ? Even 
if, m certam cases, they did accept cheques suspectmg 
that they would not be paid, how is that fact gomg to 
be established? To prove bad faith on the part of a 
director under these circumstances would be tanta- 
mount to proving conspiracy with mtent to defraud, 
an extraordinarily difficult charge to substantiate 
Who is sufficiently mterested to undertake the costly, 
and arduous task of sumg’ 

One must have S3mipathy with the position of the 
directors on the day of the issue They have been 
presented by their issumg house, whom they presum- 
ably trust, with a list of sub-underwriters These sub- 
underwriters are mostly complete strangers to them 
What will the directors do ? They have no option but 
to go to allotment In aU probabihty^ they will allot 
to the sub-underwnters 

But in practically all the scandals of 1928 and 1929 
the repudiated cheque was the centre-piece Under- 
wnting defaults took various forms, but m ahnpst 
every case, so far as the Company was concerned, 
the immediate cause was to be found in the cheques 
paid m by the sub-underwnters The sub-underwnters 
had handed over with the sub-underwntmg letters their 
cheques for the sums due on apphcation, but when 
the Company went to allotment and these cheques 
were presented, they were not met 
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The proviso to the first subsection of Sect 39, that 
cheques received by the directors m good faith are 
^ to be regarded as cash for the purposes of allotment, 
appears, therefoie,^to bring us back exactly to where 
we were before the Act was passed It is difficult to 
see how, by itself. Sect 39 is going to be of material 
use, when the next boom comes, m preventmg a recur- 
rence of many of the malpractices we saw a few years 
ago 

Smce 1929 much controversy has raged round the 
section, for as soon as the Act was put on the Statute 
Book it was appreciated that the new provisions 
went very little way towards preventmg underwntmg 
default One school has urged that Underwriters’ 
cheques should be cleared before the Company goes 
to allotment, that is to say, m practice, before the day 
of issue We have already discussed this point of view 
If it were put mto effect, underwritmg contracts would 
become much more than guarantee contracts Under- 
writers’ applications would all be firm applications 
The circle of reputable sub-underwriters would con- 
tract The idea seems to be impracticable Even an 
Underwriter at Lloyd’s is only asked to deposit security, 
at most, for the amount of premium mcome on the 
risks he underwrites If he had to put up secunty for 
the full amount of every risk covered, he would soon 
go out of busmess 

Another school, among whom is numbered Mr 
A F Topham, K C , advocates that a way out may 
be found if the directors proceed to allot to the public 
as soon as they thmk fit. but do not allot to the Under- 
writers and sub-undeiwnters until sufficient time has 
elapsed for their cheques to be cleared and met If, 
on the other hand, the directors feel that they must 
allot generally, they could still make it clear that 
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allotments to sub-imderwnters are conditional on 
the cheques of the Underwnters being met The sub- 
underwnters have agreed that their apphcations are 
irrevocable They cdnnot, therefore, withdraw them on 
the ground that the issue has not '^een a success 
It might seem that if either of these courses — partial 
allotment or conditional allotment — were adapted, 
dnectors would safeguard themselves and their com- 
panies But there is a serious practical difficulty m 
the way The Committee of the Stock Exchange has 
found it necessary to make strict regulations covenng 
allotments and the issue of allotment letters, and 
conformity with these regulations is a condition prece- 
dent to the grant of permission to deal No conditional 
or partial allotment would be tolerated by them The 
cure might well prove worse than the disease The 
Rules of the Stock Exchange lay down that all Letters 
of Allotment, in accordance with the specmien sub- 
mitted to the Committee, must be posted at the same 
hme, and a declaration that they were so posted is 
required 

The Special Committee of the Association of Bntish 
Chambers of Commerce appointed to consider the 
desirability of amendments to the Compames Act, 
1929, reported m August, 1933, as follows— 
Undertmhng, etc 

The Committee recommend that directors should 
be reqmred to take all reasonable steps to ensure khat 
their Underwriters are^good for their commitments, 
and that allotment letters should not be posted unhl 
cheques received with apphcation forms and from 
Underwnters had been cleared 
The second paragraph of Sect 39 (i) reads as 
follows — 

" For the purposes of this subsection, a sum shall 
be deemed to have been paid to and received by 
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the company if a cheque for that sum has been 
received in good faith by the company and the 
directors of the company have no reason for sus- 
pecting that the cheque will uot be paid ” 

The Committed recommend that the second para- 
graph of Sect 39 (i) should be amended to read as 
foUpws — 

“For the purposes of this subsection a sum shall 
not be deemed to have been paid to and received 
by the company, until the cheque or cheques have 
been cleared ” 

Earher m the chapter we have considered the dangers 
inherent m the postponement of allotment It must 
be remaiked that if conditional or partial allotments, 
or the postponement of allotments altogether until 
cheques are cleafed, are the only protection against 
bad underwntmg that compames have, the great prin- 
ciples of underwriting — of the guarantee contract — 
have come to a sorry pass 

The law considers it has done aU it can It is as 
strmgent and as comprehensive m most respects as 
that of other countries It could certamly be strength- 
ened Even the 1929 Act has been framed with what 
limitations many people consider an undue regard for the prm- 
enaotmsnt ciple that it is,undesu:able to place obstacles m the 
way of legitimate busmess The short extract from 
the Mmutes of Evidence before the Company Law 
Amendment Committee given earher shows this prm- 
cipje at work The law is necessarily rigid It is not 
easily altered to meet changing conditions Our legis- 
lators have felt that it is no use trymg to make the 
Companies Act a complete structure that wiU provide 
for every contmgency The world of compames and 
finance is mstmct with hfe, expandmg m some direc- 
tions, contractmg m others, growmg, deca3nng, con- 
tmually takmg new forms Flexibihty and freedom are 
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essential to it A pradent law-giver must, therefore, 
ponder long before he puts on the Statute Book any 
enactments that will restram it unduly 
The motives behind our company legislation have 
changed little smce 1862 We have traced the growth 
of the ]oint-stock idea The origmal Companies Acts 
merely extended the prmciples of partnership mh'erent 
in the old ]omt-stock companies They gave the com- 
pany registered under them the advantages of hmited 
liability and of shares easily transferable The share- 
holders as partners m the concern were from time to 
time to elect from then body a committee of directors 
who would manage the busmess on then behalf The 
Acts contented themselves with laying down certam 
rules govemmg the formation, the "life, and, if and 
when necessary or desuable, the demise of the company 
Conditions have changed smce 1862 Management d?“Fo“meiits 
has become almost completely divorced from owner- 
ship So far as the shareholder is concerned, a company 
now spiings mto life like Mmerva, fully armed, and 
the general pubhc are mvited, usually through an 
advertised prospectus, to subscribe for shares The 
next step is the creation of a market m the shares on 
the Stock Exchange The whole emphasis and tempo 
of company flotations have altered The first share- 
holders are confronted by the ready-made Board of a 
ready-made company The immediate concern of all 
mterested m the issue, mcluding the shareholders,^ is 
to ensure the ready marketabflity of the company’s 
shares The Stock Exchange has assumed an impor- 
tance undreamt of fifty years ago 
The law feels that it has done its best for the protec- 
tion of the public We have seen that even the new 
provisions relatmg to the mmimum subscnption are 
not all they appear to be The high hopes of many 
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people that the 1929 Act would put an end to all 
malpractices have not been justified by the event 
The experience of the past few years has thrown up 
the inherent weakness of statutbry enactment as a 
shield against abuse or fraud or even defective practice 
Let us see what the Stock Exchange, this great new 
factojL m company life, has done and is capable of 
doing to protect the mvestor and remedy these abuses 
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THE STOCK EXCHANGE 


Times have altered since the days of Change AUey, importaiic8 
when stock] obber was a word of not unmerited re- Exchange 
proach The Companies Acts gave the Stock Exchange 
a new importance As compames grew m size and 
number, as wealth spread and new classes of mvestors 
arose, the marketability of shares became a factor of 
ever-mcreasmg weight m company afiEairs In prmciple 
the busmess of a stockbroker is to buy and sell shares 
on behalf of chents , m practice he is somethmg more 
than an agent The reason is twofold In the first 
place, from the pomt of view of chents, he has become 
a specialist m company affairs and is looked to for 
advice In the second place, from the pomt of view 
of companies, his Committee has always reserved the 
right to decide whether or not deahngs m a company’s 
shares will be permitted 

The world of investment — ^its extent, its methods 
and, in some degree, its ideals— has undergone an al- 
most complete change m the past thirty years and m 
particular smce the War As a result, new duties and 
new functions have been thrust on the stockbroker 
On the Contment, where capital issues are m the hands 
of the banks, the mvestor goes to his banker for advice 
In this country, he goes to,his stockbroker The stock- 
broker was not always the best adviser His horizon, 
by the nature of the organization of deahngs, was too 
often bounded by next account day But the stock- 
broker of to-day, with his statistical department and 
his research department, his monthly and quarterly 
circulars to chents givmg a view of current trends and 
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investment possibilities, his periodical scmtmy of and 
advice on clients’ lists of holdmgs, has in many cases 
risen to the occasion 

The change from the old to the new is not yet com- 
plete , but sufhcienx has been accomplished to give our 
stockbrokers a status they enjoy m no other country 
It IS nnly a matter of time before the logic of events 
wiU compel them to reorganize their constitution, 
abohsh privilege, and establish a mmunum standard 
of knowledge and competence The Stock Exchange 
is already m many respects a semi-professional body 
Its best members are actuated by the true professional 
spirit The next step should be to follow the example 
of the other professions, make entrance to membership 
a matter of qualification, and disciphne conduct 
Busmess on the Stock Exchange depends on the 
confidence of mvestors Anything that undermmes that 
confidence reacts on members It was the excellent 
deahng machinery of the Stock Exchange that made 
possible, and in many cases provided the mcentive for, 
the scandals of 1928 and 1929 The events of 1929, 
culmmatmg m the Hatry crash, gave mvestors a fright 
They probably felt that much of the misuse of Stock 
Exchange machmery had only been possible with the 
conmvance of "^certam members Their behef m the 
capacity and, m some cases, the good faith of stock- 
brokers to advise was shaken The eagerly-expected 
Companies Act of 1929 did not solve the problem of 
the prevention of abuses, ar^d so reassure mvestors 

Power of At last the Committee of the London Stock Exchange 

Committee 

ofthaLoadon was shaken out of its conservatism It remembered 

stock 

Exchange the secoud great factor that has given its members 
prestige — ^the power of the Committee itself to grant 
or refuse perrmssion to deal m shares If the promoters 
of a company comply with the formahties laid down 
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by the statutes, the Registrar of Jomt-stock Companies 
cannot refuse mcorporation The Stock Exchange, how- 
ever, IS a private body responsible to no one but itself 
It is not rigidly bound by precedent or by a written 
constitution It can make rules and yet exercise judg- 
ment m the apphcation of them It can alter or modify 
its attitude to meet changmg conditions When a com- 
pany goes to the Committee for permission to deal, 
the Committee may refuse the apphcation or it may 
make conditions The necessity for a quotation is 
a matter of such primary importance to the modern 
company that the company has no option but to satisfy 
any conditions that the Committee cares to impose 
The Committee is potentially a far more effective source 
of protection to the mvestor than th§ law 

It used to be a simple matter to obtam permission 
to deal After the War certam further regulations were 
made, but they were not strmgent enough The events 
of 1928 and 1929 compelled the Committee to reahze 
that, if it were resolute m withholdmg or withdrawmg 
its dealmg facihties from undesirable flotations, it could 
paralyse the activities of the unscrupulous promoter, 
issuing house, or Underwriter In 1930 it appomted 
a sub-committee to make a complete revision of the 
rules and regulations govemmg its policy m aUowmg 
securities to be dealt m under its authonty 

One of the first matters to which the sub-committee 
directed its attention was the scandal of weak or dis- 
honest underwntmg It could not ensure that und^r- 
writmg contracts were properly drawn, but it could 
see that the whole facts of every case were placed 
before the Committee when permission to deal was 
sought 

The sections of the Regulations for Obtammg 
Peimission to Deal m New Issues that relate to 
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underwntmg, put into force m 1930 as a result of the 
sub-committee’s recommendations, were as follows — 
AKpentiii34A^ Append/tx 

Regulations forObtaming Permission to Deal in 
New Issues [Rule 159) 

8 List of allottees or present holders — name, 
address, and holdmg (when reqmred) 

9 In all cases other than Government and 
Municipal Loans, and issues by Statutory Boards, 
Companies mcorporated by Speaal Act of Parha- 
ment and other similar authorities, whether the issue 
IS made by Prospectus or otherwise, particulars of 
any underwritmg or commission must be disclosed 
and a copy of the underwritmg agreement and of 
sub-underwriting letter, if any, together with (if 
required) a list containing the names, addresses, and 
descriptions of sub-underwriters and the amount 
sub-underwritten must be lodged with the De- 
partment 

In every case other than an issue such as a Govern- 
ment Loan, not only is the underwnting commission 
to be disclosed, but a copy of the Mam Underwritmg 
Agreement and of the sub-underwritmg letter, with 
particulars of the sub-underwriters, must be lodged 
with the Share and Loan Department The Depart- 
ment also requires a hst of all allottees and full details 
of any shares under option 

matter with which the sub-committee dealt 
was the question of share “ mtroductions ” Intro- 
undeiTOting ductions may be regarded, as a disguised form of 
underwritmg The procedure is as follows A Company 
desires to make an issue of shares Instead of going to 
the considerable trouble and expense of a pubhc issue, 
the Company “places” the shares privately, usually 
through the agency of a firm of stockbrokers The 
brokers, after mvestigatmg the issue, recommend it to 
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their clients and connections, advising them that it 
IS proposed to obtain permission to deal The clients 
and connections apply for the shares m the knowledge 
that the market will "be very carefully looked after and ' 
that there should be a premium On. the shares when 
dealings begm The process is analogous to Underwnt- 
mg The brokers take the place of the Mam Under- 
writers , the clients and connections take the place of 
the sub-underwriters Not infrequently, however, to 
make assurance doubly sure, the issue is also under- 
written When appUcation is made to the Committee 
for permission to deal, the Committee calls for all the 
mformation that it considers necessary m connection 
with the Company and the issue, and requires the 
Company to advertise m at least two newspapers a 
Prospectus "for mformation only ” This Prospectus is 
not an mvitation to apply for shares, it is the Com- 
mittee’s method of ensurmg that particulars of the 
Company and of the issue are made pubhcly known 
This method of company finance is legitimate and 
often convenient The issue may be a small one that 
could ill stand the expenses attendant on a pubhc 
issue which, m the case of an issue of less than £200,000, 
may be out of all economic proportion The company 
may be a well-established concern that nnds the “mtro- 
duction” of new shares a convement way of avoidmg 
a great deal of trouble The “rntroduction” may be 
a result of change of control A large block of shares 
may be held m a few hands for special reasons , tliese 
reasons may cease to exist, and it is desired to dispose 
of the holdmg A recent example is the Boots Pure 
Drug Co , Ltd The controlhng mterest was held by an 
Amencan concern The Americans decided to sell An 
Enghsh group bought the shares, obtamed permission 
to deal m them, and gradually disposed of them 
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Abuses of 
share 

i9a7-«9 


through the Stock Exchange There are many forms 
of enterprise that have no immediate public appeal 
A group finances such companies m their early stages 
When the possibihties of the company are demon- 
strated, permission to deal is sought The companies 
concerned are usually of a special type Mming ven- 
tures^ for instance, are often financed in this way 
About 1926, the sugar-beet factory was mtroduced to 
this country Sugar-beet flotations were unpopular, and 
if public issues had been made, their success would 
have been problematical The capital for erection of 
the plant and workmg expenses was supphed by the 
contractor who built the factory, the engmeermg firm 
who supphed the machmery, the sugar brokers who 
had an understapdmg that they would dispose of the 
output, and, to a small extent, the farmers whose 
beet would be used as raw material When the factory 
was built and profits were visible, a Prospectus "for 
mformation only” was published, and a quotation for 
the shares obtamed Contractors, engmeers, and brokers 
could then turn then holdmgs mto cash 
In 1927 and 1928, however, these share introductions 
were much abused As the Prospectus " for information 
only” did not require to make all the disclosures neces- 
sary m the Prospectus invitmg the public to subscribe 
for shhres, many not too reputable promoters saw in 
it a convenient method of foistmg doubtful companies 
on to the pubhc The whole apparatus of dummy com- 
pames and fake underwiituiig was brought mto play 
Allotment hsts submitted to the Committee were m 
some cases hardly worth the paper they were written 
on The allottees had no mtention of paymg for their 
shares Their names were used merely for the purpose 
of obtauung permission to deal To cope with this 
situation, which was a patent abuse of the market 
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machinery provided by the Stock Exchange, the new 
rules make the particulars to be advertised in the case 
of an introduction even more stringent than those re- 
qTnred by the pubhc Prospectus The new rules relatmg 
to underwritmg are as follows — 

Appendix 34B I 

When a Prospectus has not heenpuhUcly advertised 
In the case of a Company (other than a Company Rules and 
mcorporated by Special Act of Parhament) (a) of 1 S^s?“k 
no part of whose Share or Loan Capital is already 
dealt in or quoted on The Stock Exchange, and 
{b) whose Annual Accounts for at least two years 
have not been made up and audited, the statement 
required to be advertised by Appendix 34B must 
contain the followmg mformation — 

(g) In the case of Share or Loan,Capital issued or 
agreed to be issued for cash, the price and terms upon 
which the same has been or is to be issued and (if 
not already fully pafd) the dates when mstalments 
are payable with the amount of aU calls or instal- 
ments m arrear 

(16) Particulars of any commissions, discounts, 
brokerages or other special terms granted to any 
persons in connection with the issue or sale of any 
of the Share or Loan Capital of the Company 

(17) A statement of the issued Share Capital of any 
Company actmg as Promoter or pijncipal Under- 
writer, the amount paid up thereon, the date of its 
mcorporation , the names of its Directors, Bankers, 
and Auditors, and such other particulars as the 
Committee think necessary m connection therewith, 
unless particulars of such Company are contained 
m the issue of the “Stook Exchange Ofi&cial InteUi- 
gence ” current at the date of the pubhcation of this 
advertisement 

(19) Particulars of any of the Share or Loan 
Capital of the Company which is under option, or 
agreed to be put under option, with the price and 
term of the option and consideration for which the 
option was granted 
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(22) A statement certified by the Company’s 
Audit 01s as to the periods (if any) for which the 
Company’s accounts have been made up and audited 
and particulars of the Share or Loan Capital suh- 
scnbed and the ccfsh actually received by the Company 
in connection therewith, also particulars of all divi- 
dends paid and amounts earned forward and carried 
or -proposed to be carried to reserve out of the 
profits of any such periods as shown in the accounts 
submitted to the Shareholders or in the Directors’ 
Reports attached to the Balance Sheet under Sec- 
tion 123 (2) of the Companies Act, 1929 

In the case of a company whose annual accounts 
for at least two years have been made up and audited, 
the Rules (App 34BII) are only shghtly modified 
The particulars required need then only refer to trans- 
actions that have taken place withm a reasonable time, 
usually two years, before permission to deal is sought 
The new rules are so strict that they have caused 
underwritmg to be the rule rather than the exception 
m "mtroductions ” If the stockbrokmg firm or other 
organization placing the issue buys the shares outright, 
the company has no need to worry If this is not done, 
however, the company usually insists on the guarantee 
provided by underwritmg Attention should be directed 
especially to Rules 17 and 22 Full particulars of the 
capital, history, and ofiicials of the Mam Underwriters 
are to be given, and the company’s auditors must 
certify the capital subscribed and the cash actually 
received by the company„in connection therewith 
These two rules have been very effective, and have 
done more than anything else to restnet undesirable 
“mtroductions ” The Share and Loan Department can 
now see at a glance if the mtroduction is merely a 
promotion swmdle with Underwritmg Agreements that 
are valueless and with allotments to individuals or 
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companies who have no intention of paying for the 
shares until they are marketed 

^ In 1932, a new rule was made giving the Committee Rule 159 
power to suspend deahngs altogether m the case of"*''®'” 
serious default by Underwriters — ' 

159 (3) addition to the powers contained m 
Rule 164 (2) and (3) the Committee may withdraw 
or suspend the record, but order that bargams be 
marked, or withdraw or suspend Permission to Deal 
in any security for any cause and m particular m 
the case of a Company which fails to pubhsh a 
Statutory or Annual Report withm the prescnbed 
penod or m the case of serious default by Underwriters 
or sub-underwriters m meetmg their commitments 

The Committee has been wise in tightenmg up its 
regulations m order t» give the pubhc greater protec- 
tion In fact, it has gone fai beyond mere changes 
m the written rules 

Every application for permission to deal is now con- Responsibility 
sidered on its merits The Committee may make snecial commiiea ot 
conditions m connection with vendors shares, m the E^chahge 
case of a company formed to exploit a new and untried 
process or patent, it may postpone pealing facihties 
until the company's first annual accounts have been 
pubhshed, and so on If the Committee has ‘reason 
to beheve that deahng facihties are bemg improperly 
used, it may suspend the markmg of bargams an^ so 
deprive the mampolator of his pnncipal bait — ^the 
publicity attachmg to the ofi&cial record of deahngs 
The Committee is beginnmg to realize not only the 
great power it possesses, under modem conditions of 
finance and mdustry, m its discretion to grant the 
privilege of deahng facilities, but also the responsibihty 
inherent m that power It is no longer just a private 
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body responsible to its electors , it is a great institution 
with responsibilities to the public In the past two 
^or three years it must be said that it has shown a 
real determmation ^to check financial abuses that had 
previously flourished 

The mvestor does not expect the Stock Exchange 
to protect him agamst the ordinary risks mseparable 
from investment , but he is beginning to hope that the 
aim of the Committee may not only be to enable the 
public to buy and sell stocks and shares, but to do 
all in its power to ensure that only the securities of 
reasonably sound concerns with at least prima facie 
possibilities of success shall enjoy the deahng facihties 
that it affords The Committee has done a great deal 
to stop underwriting abuses It has provided agamst 
much that the Companies Act, 1929, left untouched 
If it mamtams its deteimmationio withhold permission 
to deal when it is not satisfied that underwritmg obhga- 
tions have been fulfilled, it wdl act as a great safeguard 
to the mvestor Under these circumstances Mam 
Underwriters and issumg houses -will be compelled to 
see that the Underwritmg Agreement is a true guarantee 
contract 



CHAPTER XIV 

THE MACMILLAN COMMITTEE 

The Committee on Finance and Industry, usually 
known as the MacmiUan Committee, was appomted 
on 5th November, 1929 The Mmute of Appouftment 
read — 

The Chancellor of the Exchequer states to the 
Board that he proposes to appomt a Committee to 
inquire into bankmg, finance, and credit, paymg 
regard to the factors both mternal and mtemational 
which govern them operation, and to make recom- 
mendations calculated to enable these agencies to 
promote the development of trade and commerce 
and the employment of labour 
One of the mam causes that led to the formation of 
the Committee was the defectiveness of the capital 
market for the purposes of home mdustry The Com- 
mittee was one of the most authoritative that has ever m the Issuing 
sat, and its proposals relatmg to the capital market 
for home investment deserve close attention They 
form the Committee’s remedy for many of the evils 
that have beset us smce the War These proposals were 
as follows — 

397 Commg back now to the more general question 
of the relations between finance and mdustry, and m 
particular to the provision of long-dated capital, we 
believe that there is substance m the view that the 
Bntish financial organization concentrated m the 
City of London might with advantage be more 
closely co-ordmated with British mdustry, particu- 
larly large-scale industry, than is now the case , and 
that in some respects the City is more highly 
orgamzed to provide capital to foreign countnes than 
to British mdustry We beheve this to be due m 
191 
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part to the historical organization of British industry 
and to the fact that industry, having grown up on 
strongly individualistic hues, has been anxious to 
steer clear of anything wlucji might savour of 
banking control pi even interference, this attitude 
coinciding with the views which pievail m this 
country as to the province of sound bankmg Never- 
theless a further development of our financial organ- 
ization IS possible .which would be distinctly beneficial 
and need not be inconsistent with these traditions 

398 We are bound to pomt out, however, that 
unless Bntish industry can at any rate be reason- 
ably assured of uormaJ profits no development such 
as we suggest has any chance of success No msti- 
tution actmg as an intermediary between mdustry 
and investor can possibly succeed unless the securities 
which it induces the latter to buy prove to be 
sound and remuherative Any concern devoting itself 
to mdustrial financmg faces peculiar difficulties, for 
it must have a considerable* capital and yet it is 
without a “bread and butter” busmess such as 
ordmary deposit banking or acceptance busmess 
provides 

399 The functions which should be performed by 
such a concern may be summanzed as follows 
Actmg as financial advisers to existmg mdustrial 
companies, advising in particular as to the pro- 
vision of permanent capital, its amounts and types , 
securmg the hnderwritmg of and issumg the com- 
pany’s securities to the public and, if necessary, 
assistmg previously m arranging for the provision 
of temporary finance in anticipation of an issue, 
assistmg in financmg long contracts at home and 
a'oioad, or new devdopmgnts of an existmg com- 
pany, or foundmg companies for entuely new enter- 
prises , acting as intermediaries and financial advisers 
in the case of mergers or m the case of negotiations 
with correspon ding mternational groups, and gener- 
ally bemg free to carry out all types of financmg 
busmess 

400 These aie functions which are often difficult, 
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which entail considerable risks and which may m- 
volve the temporary locking-up of large sums 
Such a concern must — 

(а) be provided with a substantial capital 
where it is a case of financingVlarge contracts for 
periods up to five years, it might be able to supple- 
ment Its resources by the issue of its own short- 
term notes , 

(б) be able to rely on the co-operation of existing 
mstitutions with large monetary resources m the 
makmg of temporary advances otherwise it might 
either be unable to carry out its functions or its 
capital might have to be too big for it to earn 
satisfactory dividends, 

(c) build up a competent and expert staff, es- 
tablish gradual connections with mdustry, and 
instd confidence m its issuing ab^hty and credit 

401 We have considered whether these are func- 

tions which the big ]omt-stock banks might them- 
selves carry out They have the great advantages 
(1) of representing such aggregations of capital and 
deposit resources that their financial capacity 
would be undoubted, (u) of being, through their 
immense number of branches and through the large 
sums they already lend on short credit, m touch with 
mdustry 111 a way not possible for any one else But 
for various reasons we think it doubtfijl whether the 
banks can with advantage depart from their tradi- 
tional bankmg sphere * 

402 For other reasons the same conclusion? seems 
necessary as regards the great pnvate bankmg houses 
These houses, with very few exceptions, undertake 
a large acceptance busmess mvolvmg them ijj a 
correspondmg habihty .to the holders of their bills 
It has always been recogmzed that acceptance 
business necessitates the maintenance of a high 
degree of liquidity and is not consistent with serious 
liabihties m respect of mdustnal financmg 

403 While, however, we do not propose a change 
m the character of present bankmg practice, we 
think that the co-operation of the big banks is 
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required both in taking an interest in the share 
capital of such an institution and bemg ready to 
provide such credit facilities as the institution may 
require pending a public issqe The best course 
might be if the ),eading private institutions and the 
big banks were to co-operate in creating one or more 
such concerns We understand that the creation of 
thenpankers’ Industrial Development Company was 
due originally to the belief that help in these direc- 
tions might be given to industry by the City, which 
was not bemg given We have been told, however, 
that the authorities of the Bank of England consider, 
as we do, that these are not propel permanent func- 
tions for a subsidiary of a Central Bank It would 
seem desirable, therefore, that the Bankers’ Indus- 
trial Development Company should at a convenient 
stage be definitely separated from the Bank of Eng- 
land, have an ifidependent existence, and rely upon 
Its profit-making capacity as a private institution 
It is possible that it might f(?rm a nucleus for that 
closer co-operation between finance and industry 
which we think is required 
There is no reason why the field should be limited 
to any one institution In fact it is too wide for that 
to be desirable In practice, any concern entering 
it might find that some specialization over one or 
two particular industries was desirable We must 
repeat, however, that the success of mstitutions 
directmg theiliselves to the interests of British in- 
dustry must depend finally on the profit-making 
capacity of that mdustry They may help by their 
co-operation towards that end, but industrial prob- 
lems must m the mam be solved by industry itself 
''404 It has been represented to us that great 
difficulty IS expenenced by the smaller and medium- 
sized businesses in raising the capital which they 
may from time to time requiie, even when the 
security offered is perfectly sound To provide 
adequate machinery foi raising long-dated capital m 
amounts not sufficiently large tor a public issue, 1 e , 
amounts ranging from small sums up to, say, £ 200,000 
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or more, always presents difficulties The expense of 
a pubhc issue is too great in proportion to the capital 
raised, and therefore it is difficult to mterest the 
ordinary investor Ijy the usual method, the Invest- ■> 
ment Trust Companies do not lopk with any great 
favour on smaU issues which would have no free 
market and would reqmre closely watchmg , nor can 
any issuing house tie up its funds m longjdlated 
capital issues of which it cannot dispose In general, 
therefore, these smaller capital issues are made 
through brokers or through some private channel 
among mvestors m the locahty where the busmess 
IS situated This may often be the most satisfactory 
method As we do not thmk that they could be 
handled as a general rule by a large concern of the 
character we have outlmed above, the only other 
alternative would be to form a company to devote 
itself particularly to these smalle*r mdustrial and 
commercial issues In addition to its ordinary capital, 
such a company might issue preference share capital 
or debentures secured on the underlymg debentures 
or shares of the compames which it financed The 
nsks would m this manner be spread, and the 
debentures of the financmg company should, more- 
over, have a free market We see no reason why 
with proper management, and provided British in- 
dustry in general is profitable, such a concern should 
not succeed We beheve that it would be worth 
while for detailed mquiries to be Tnade mto the 
methods by which other countnes attempt to. solve 
this particrdar problem 

The Committee went to the root of the problem 
when it concentrated on the issuing house It had 
noted with approval the 'practice of other countnes 
where issues are mamly or wholly in the hands of the 
banks It recommended that this system be introduced 
m a modified form m England Neither the big joint- 
stock banks nor the great private bankmg houses should 
enter mto the issue market directly, but they should 
co-operate m creatmg issumg houses The Committee 
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required both m taking an interest m the share 
capital of such an institution and bemg ready to 
provide such credit facihties as the institution may 
require pending a pubhc issqe The best course 
might be if the Jeadmg private mstitutions and the 
big banks were to co-operate m creating one or more 
such concerns We understand that the creation of 
the*!^ankers' Industrial Development Company was 
due origmaUy to the belief that help m these direc- 
tions might be given to industry by the City, which 
was not bemg given We have been told, however, 
that the authorities of the Bank of England consider, 
as we do, that these are not proper permanent func- 
tions for a subsidiary of a Central Bank It would 
seem desirable, therefore, that the Bankers’ Indus- 
trial Development Company should at a convenient 
stage be definitely separated from the Bank of Eng- 
land, have an ifidependent existence, and rely upon 
its profit-makmg capacity as a private institution 
It IS possible that it might fi?nn a nucleus for that 
closer co-operation between finance and industry 
which we think is required 
There is no reason why the field should be limited 
to any one mstitution In fact it is too wide foi that 
to be desirable In practice, any concern entering 
it might find that some specialization over one or 
two particular industries was desirable We must 
repeat, however, that the success of mstitutions 
directmg theiliselves to the interests of British in- 
dustry must depend finally on the profit-makmg 
capacity of that industry They may help by their 
co-operation towards that end, but mdustrihl prob- 
lems must m the mam be solved by industry itself 
' 404 It has been repi evented to us that great 
difficulty is experienced by the smaller and medium- 
sized businesses m raismg the capital which they 
may from tune to tune require, even when the 
security offered is perfectly sound To provide 
adequate machinery for raismg long-dated capital in 
amounts not sufficiently large tor a pubhc issue, 1 e , 
amounts rangmg from small sums up to, say, £200,000 
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or more, always presents dilEculties The expense of 
a public issue is too great m proportion to the capital 
raised, and therefore it is difi&cult to interest the 
ordinary investor by the usual method , the Invest- 
ment Trust Companies do not lopk with any great 
favour on small issues which would have no free 
market and would require closely watchmg , nor can 
any issumg house tie up its funds m longdated 
capital issues of which it cannot dispose In general, 
therefore, these smaller capital issues are made 
through brokers or through some private channel 
among investors m the locality where the busmess 
is situated This may often be the most satisfactory 
method As we do not think that they could be 
handled as a general rule by a large concern of the 
character we have outhned above, the only other 
alternative would be to form a company to devote 
itself particularly to these smallet industrial and 
commei cial issues In addition to its ordinary capital, 
such a company might issue preference share capital 
or debentures secured on the undeiljung debentures 
or shares of the companies which it financed The 
risks would in this manner be spread, and the 
debentures of the financing company should, more- 
over, have a free market We see no reason why 
with proper management, and provided British m- 
dustry in general is profitable, such a concern should 
not succeed We beheve that it would be worth 
while for detailed inquiries to be Inade mto the 
methods by which other countiies attempt to. solve 
this particular problem 

The Committee went to the root of the problem SuJghouK 
when it concentrated on the issuing house It had 
noted with approval the ‘practice of other countries 
where issues aie mainly or wholly m the hands of the 
banks It recommended that this system be introduced 
in a modified form in England Neither the big joint- 
stock banks nor the great private bankmg houses should 
enter mto the issue market directly, but they should 
co-operate m creatmg issumg houses The Committee 
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considered that the Bankers’ Industrial Development 
Company, which had recently been founded foi this 
very purpose under the aegis of the Bank of England, 
would, if it were definitely sepafated from the Bank 
of England and fiad an independent existence as a 
private institution, become in time the nucleus of such 
issuing houses 

indus®!^°"' history of the Bankers' Industrial 

Development Co , Ltd It was registered in April, 1930, 
and two of its mam objects are mvestigation and advice 
on all financial, mdustnal, and economic questions 
The capital authorized and issued is ;£6,ooo,ooo The 
shares are divided into two classes — ^45 “A” Ordinary 
Shares and 15 "B” Ordinary Shares each of ;^ioo,ooo 
The “A” shareholders are the five big jomt-stock banks 
and forty other banks One “B” Share is held by the 
Right Hon M C Norman and^ourteen by the Secun- 
ties Management Trust, Ltd , a private " Bank of 
England” company 

The formation of the Bankers’ Industrial Develop- 
ment Co was foreshadowed by the Right Hon J H 
Thomas in a speech to the Manchester Chamber of 
Commerce in January, 1930 He stated that, as the 
result of discussions he had had with financial authori- 
ties, he was able to make the following statement — 
“ In considermg the steps that might be taken to 
produce a better employment position by improvmg 
^he organization and equipment of British mdustries, 
I have found that a feelmg exists that manufacturers 
are handicapped m brmgmg about the necessary 
reorganization and re-eqmpment by the fact that 
the long-contmued trade depression has pushed them 
to the limits of the credit which they can reasonably 
expect to obtam from their bankers or which the 
bankers can reasonably be expected to provide As 
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a result of consultations which I have had, I am now 
in a position to state that the City is deeply interested 
in placing industry upon a broad and sound basis 
and leady to suppbrt any plans that in its opmion 
lead to this end Those m the City who have been 
studying this mattei are convinced that a number 
of oui important industries must be fundamfntally 
reorganized and modernized in order to be able to pro- 
duce at prices which wiU enable them to compete with 
the world Industries which propose schemes that, in 
the opmion of those advising the City, conform to this 
requirement will receive the most sympathetic con- 
sideration and the co-opeiation of the City in workmg 
out plans and finding the necessary finance In the 
case of individual undertakings thenCity will be simi- 
larly ready to help, provided that the scheme under 
discussion fits m as part of the general plans for the 
industry in question as a whole and gives reasonable 
promise that the changes wiU enable the undertakmg 
to become an effective unit in combination and co- 
operation with other similar undertakmgs 
No organization could have been formed under more 
powerful auspices than the Bankers’ Industrial Develop- 
ment Co Its advent in April, 1930, wa§ hailed in many 
quarters as the greatest event of the century in the 
relations of finance and industry In the following year 
it received the blessmg of the powerful MacmiUan Com- 
mittee Men saw m it the cure for many of our present 
discontents It has beem functioning for upwards of 
three years, and what has it done? Its publicly an- 
nounced operations have been few and far between 
Only three are known In January, 1931, the Bankers' 
Industrial Development Co was responsible for the 
issue of -[x, 000, 000 5 pel cent First Mortgage Debenture 
Stock of the National Shipbuilders Security, Ltd In 
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March, 1931, it issued the Lancashire Cotton Corpora- 
tion -£ 2 , 000,000 per cent First Mortgage Debenture 
Stock In December, 1932, it was the prime mover 
m the arrangements whereby £3,300,000 w'as advanced 
to Stewarts & Lld^ds, Ltd , to finance the erection 
of the great new plant at Corby The Bankers' Indus- 
trial B^velopment Co may well have perfonned much 
useful service behmd the scenes, but, so far as the 
pubhc know, it has only been actively concerned in 
three schemes, and these have been rationalization 
schemes No indication has been given that it intends 
to enter the issumg market in any other way 
Advantages There IS 110 doubt that large-scale changes are needed 
fss^tal to brmg our basic industries to the state of high effi- 
ratwnaiuation ciency that mternational competition demands These 
devdo^ent mdustries in large measure have failed, by internal 
Siroad^” effort, to brmg about the drastiq.changes required An 
external rationalizmg force is apparently necessary 
It IS hoped that the Bankers’ Industrial Development 
Co IS proving to be the external rationalizing force 
Some people are afraid that its mother-complex is a 
stultifying factor, but perhaps one day the Old Lady 
of Threadneedle Street wiU take the MacmiUan Com- 
mittee’s advice and cut a few of the apion-strmgs 
From another pomt of view, issumg houses formed on 
the Idles of the Bankers’ Industrial Development Co 
could be of mestimable service Industry is yearly 
becommg more mteruationalized Our great companies 
m the iron and steel, electncgl, shipbuilding, chemical, 
and similar mdustries have to contend with American, 
German, and other competitors who are generally 
associated with and supported by powerful bankmg and 
financial groups In the development of the heavy 
mdustries abroad, a knowledge of foreign conditions, 
far-sighted plaimmg and large supphes of capital will 
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be more and more requued The contmuous co-opera- 
tion of poweiful banking and financial houses like the 
Bankers’ Industiial Development Co may well prove _ 
a* necessity if our hfiavy industries are not gomg to 
find themselves cut out of world markets 

But all tins is ratliei away from the situation we 
have been discussing m this book The troubles, 6 f the 
past few years with which we have been concerned 
have related not so much to the financmg of the great 
basic industries as to the flotation of new companies 
and issues on behalf of the medium and smaller-sized 
companies 

If the extension of the activities of the Bankers’ 
Industrial Development Co to all mdustrial issues 
recommended by the Macmillan Committee became a 
reality, it might solve all our difficulties It may be 
a goal at which to aim> but there are piactical obsta- 
cles 111 the way of its accomplishment The idea is 
ahen to the spirit and development of both British 
banking and British industry But it is sometimes not 
only prudent but vital to adopt a revolutionary idea 
The British system has proved inadequate to cope with 
post-wai needs and conditions The large organizations 
of railways, oil, iron and steel, and so on, make for 
technical efficiency, and are clearly what modern indus- 
trial methods require , but they do not form the whole 
of our industrial economy If British industry is to 
proceed by way of increased large-scale development, 
of still gi eater mass production and mass distribution, 
the bank-issuing house may be a necessity If, on the 
other hand, the future of England is also gomg to 
he along the Imes of increased specialization, of 
semi-luxury trades, of using our great reservou: of skilled 
labour for the development of the scientific, the mtn- 
cate, the complex and the new, it is highly probable 
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that the bank-issumg house vwU not be sufficiently 
flexible and entei prising 

Dis^ad^tage We havc to take into account the nature of our big 

issuing house ' ]omt-stock bauks They themselves are the results of 
great amalgamations of banking mterests all over the 
country There is centralization of control in London 
There is a tendency for promotion to be governed 
not so much by energy and efficiency as by a history 
of no mistakes In the future it is the "safe" man 
who IS going to reach the top Size is becoming some- 
thmg of an obsession The young or vigorously growmg 
trade or mdustry does not receive the support it used 
to get from the independent bank or from the branch 
bank manager m the days when he had greater power 
On the other hand, the large combine rarely appeals 
m vain "Look at the size of their current account,” 
says the Controller at Head Office, "there is usually 
;£400 ,ooo at their credit Of course we can give them 
the loan they ask ” He sometimes does not pause to 
reflect that ^^400,000 may represent a hare two or three 
days' wages of the concern These tendencies are the 
obverse of the medal, the shadow of our banks’ quality 
If the big banks formed and controlled issuing houses 
for general purposes, such factors, unless great care 
were exercised, might cause the new mstitutions to 
have "a regrettable lack of elasticity 

There is one direction, however, where any disad- 
vantages of the bank-issumg house would be far out- 
weighed by its advantages Paragraph 404 of the 
Macmillan Report, quoted on pages 194 and 195 above, 
referred to the special case of the small company that 
desires to raise capital but cannot afford the expense 
of an issue on the usual Imes The Macmillan Com- 
mittee recommended the formation of a Finance Com- 
pany that would devote itself particularly to the small 
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industrial and commeicial issue The method recom- 
mended was that this institution should issue preference 
share capital or debentures, secured on the underlying 
debentures or shaiesof the compames which it financed ' 
The shaies and debentures of the' Finance Company 
would, of course, have a free market There is no doubt 
that one of the gieatest gaps in the Enghsh capital 
market has been caused by the absence of ’’regular 
machinery to provide long-term finance for the small 
business The methods of share “introductions” or 
local issues so far used have obvious limitations The 
formation of one or two companies on the hnes sug- 
gested by the MacmiUan Report would fill a cr3ung 
need It is believed 1hat the Bank of England, in 
conjunction with certam of the big^ banks, has plans 
well advanced to form one or perhaps more of such 
institutions early m the present year 
We have built up a wonderful, perhaps an impreg- 
nable, deposit banking system that is the admiration 
of the world As an external rationalizmg force to our 
basic industiies, as the handmaiden of our heavy trades 
in then developments abroad, and as the provider of 
capital for the small company, this system can perform 
an urgently needed service It is open to doubt if 
it can perform a similar service if it bnteis, however 
indirectly, the general field of company formation and 
issumg 



CHAPTER XV 

_conglusio'n 

The problem No matter what the eventual development of our cap- 
restated iijarlcet Hiay be, mdustrial issues are to-day, and 

probably wiU be for some time to come, in the hands 
of a considerable numbei of issumg houses of varying 
size, importance, and repute This system gave rise 
to abuses m the active years of 1926 to 1929 For 
the sake of the good name of English finance, these 
abuses must not occur agam 
Wlien they are analysed, they are found in great 
measure to centre round the guarantee obligation of 
the issmng house The economic function of an issuing 
house, as the English form of mtermediate organiza- 
tion between the investor and mdustry, is to mvestigate 
mdustry’s demand for capital, present it as a claim, 
supported by the issuing house’s own guarantee, to 
the public, and so make it effective In other countries, 
where issues are m the hands of the banks, this guar- 
antee IS provided by the banks In this country, the 
financial side of the guarantee is provided by the 
Underwriters " 

Remedy of ^ Wc have Seen that certam important steps have been 
Act, 1939 taken to prevent a recurrence of the ills that lately 
afBicted us The Companies Act, 1929, sets out to 
prcmde that a company must not go to allotment until 
sufficient capital has been subscribed to purchase the 
assets that are bemg taken over by the Company, to 
pay aU prehmmary expenses, and to give adequate 
workmg capital The Act, however, by the proviso 
made after long dehberation, that cheques accepted 
by the directors m good faith m payment of the sums 
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due on application and allotment are to be considered 
as cash in the hands of the company for the purposes 
of allotment, presents a loophole for the continuance of 
cktain of the woist practices of 1926-29 

The Companies Act, 1929, takes"*us only a certam 
way The Stock Exchange has gone further Now that 
theie IS fuU disclosure to the Committee of the Main 
Underwriting Agreement and the Sub-undeiWitmg 
^Letter, and that a certified statement of Capital Re- 
ceipts must be furnished, the unscrupulous promoter 
or Underwriter may be hit in his most vulnerable spot 
But the measures taken both by the Law and the , 

Stock Exchange are rather in the nature of action 
after the event They wiU undoubtedly prevent many 
abuses because of the consequences that will, 01 may, 
ensue if the guaiantee obligation of the issuing house 
is not fulfilled They d(i not, however, tackle the prob- 
lem directly 

The remedy proposed by the MacmiUan Committee 
IS the development m a modified form of the bank- comniitt« 
issuing house For the reorganization and rationaliza- 
tion of our basic mdustries, its apphcation may be 
necessary and vital, but for the general run of mdus- 
trial issues it does not seem to offer a practical solution 
under present conditions Even m the latter case, its 
eventual adoption may be forced on us one 'day, 
but there is no indication that that day is near at 
hand 

There have been other suggestions — the constitution other 
of a permanent Shareholders’ Protection Committee remediea 
representmg official bodies such as the Board of Trade, 
the Stock Exchange, and certam professional organiza- 
tions, the formation of a Joint Committee of repre- 
sentatives of the banks and of the Stock Exchange 
to which all prospectuses of hmited companies should 
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be submitted, the setting up of an Advisory Panel 
of bankers, accountants, and valuers, and so on 
There is much that is sound in these proposals, but 
none of them has advanced beyond the stage of 
discussion A Shareholders’ Protection Association was 
certainly founded in October, 1932 It has done valu- 
able work and issued its first report , but membership 
IS contmed to shareholders and debenture holders in 
public and private companies, mcluding organization^ 
registered under the Industrial and Provident Societies 
Acts In other words, it is an organization of the 
mvestor himself 

Conflicting Several large firms of City solicitors made it known 
solicitors some time ago that they win not advise m cases where 
the capital of the issmng house or Mam Underwriters 
is less than £^q,ooo An issumg house should obviously 
have a substantial capital or ah least have command of 
large resources Other firms of sohcitors, however, 
pomt out that the success of an issuing house depends 
on its reputation, its skiU, and the standmg of the sub- 
underwriters on its books, rather than on the size of 
its capital They state that they have acted for years 
for issuing houses with a capital of £10,000 or £20,000, 
and that these issumg houses have scrupulously fulfilled 
every obligation There is, therefore, no unanimity 
among solicitors on the attitude that they should adopt 
in regard to the size of an issumg house 

Somethmg more must be done The guaiantee prob- 
vnn -th* lem should be taclded at its heait — ^the underwritmg 
contract It is extraordmary how seldom the Mam 
Underwritmg Agreement was mentioned m aU the 
comment m the Press, m Parliament, from the Bench, 
among professional and semi-professional bodies, on the 
partial breakdown of our capital market m 1927-29 
The key position of the underwritmg contract has been 
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imperfectly understood The secrecy that has sur- 
rounded the Mam Underwriting Agreement has resulted 
m its terms being only vaguely known 

To prevent a recurrence of past abuses and to mak^"' 
the measmes taken by Parliament \nd the Stock Ex- 
change effective, we submit that the following three 
reforms should be instituted — 

1 The Mam Underwiiting Agreement should in all 
cases be a full guarantee contract 

2 Sub-underwriters should be approved, not by 
the Directors of the Company on whose behalf the 
issue IS bemg made, but by the bank named in the 
Prospectus 

3 Both the Mam Underwriting Agreement and the 
sub-underwritmg letter should be standardized 

I The Mam Under jvnting Agreement should in all 
cases be a full guarantee contract 

When underwriting was lecognized by the Companies 
Act, 1900, the situation contemplated was one where 
all guarantee contracts were made directly between 
the Company and the Underwriters As issues became 
larger and more frequent, the rise of the sub-under- 
writer, under the conditions of the Enghsh capital 
maiket, was logical and necessary fle is a corollary 
of the organization of underwritmg The sub-*under- 
writer was not, however, a party to the guarantee 
contract between the Mam Underwriter and the Com- 
pany Until 1920 the Majn Underwriter, on the wh*ole, 
accepted responsibility for the sub-underwriter, but 
after 1920 we have seen that there was a gradual deter- 
ioration of the provisions of the Main Underwriting 
Agreement In 1927 and 1928 a position was finaEy 
reached that m many cases Mam Underwriters had 
succeeded m contractmg out to sub-underwnters the 
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whole of their guarantee obligation The usual para- 
graph m the Mam Agreement ran that, when the sub- 
underwriters had been approved by the Company, the 
^guarantee obbgation of the Mam Underwriters ceased 
The directors of a new company are as a rule unversed 
m the intricacies of company flotation Certam of 
them are often nommees of the issuing house At the 
time wlien the Company is most in need of their pro- 
tection, they either have not the knowledge or are not 
in a position to give it In many cases the approval 
of sub-underwriters by a Board has been the merest 
formality The Company has been left with the shell 
of a guarantee agreement This shell was solemnly 
exhibited m the Prospectus as the assurance to the 
mvestor that, no nuatter what the nature of the response 
of the public to the issue might be, the Company was 
guaranteed its capital In fact, the guarantee was non- 
existent The Mam Agreement had ceased to be a guar- 
antee contract It had become a mere agreement to 
procure sub-underwriters, between whom and the Com- 
pany there was no contract 

Issumg houses as the organizers of underwritmg thus 
escaped their mam responsibility They could become 
issumg machines and nothmg more Keen and eager, 
if unscrupulous, mmds were quick to seize the oppor- 
tunity 'thus afforded them Numbers of new issuing 
houses and underwritmg companies sprang up to earn 
the easy commissions that were now possible Sub- 
underwriters were often men, of straw If they were 
responsible persons, they could be protected by devices 
such as apphcations for shares by dummy companies 
sufficient to reheve them of their obhgations And we 
had the ramp of 1927-29 

These practices will be stopped if the Mam Under- 
wntmg Agreement is made a full guarantee contract 
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There can be as many sub-underwriters as the issumg 
house desires From the Company’s point of view in 
many cases, the more responsible sub-underwnters 
there aie, the better* But the Mam Underwriters must” 
be responsible for their sub-underwMers If the latter 
default, the Company should always be in a position 
to look to the Mam Underwriters to make the default 
good Underwritmg commission should not be ’payable 
until at least several days have elapsed after aU moneys 
due on application and allotment from Underwriters 
and sub-underwriters have been received by the Com- 
pany There is to be no question of cheques m the 
hands of the Company beuig regarded as cash Cheques 
from Underwriters and sub-underwriters must have 
been cleared and met before arny commission is 
payable 

At present, under l^he heading of contracts on the 
last page of a Prospectus, there usually appears the 
sentence “Various sub-underwriting contracts have 
been enteied into, to which the Company is not a 
party ’’ The issumg house that first sets the precedent 
of makmg this sentence read "Vaiious sub-under- 
writmg contracts have been entered mto, to which the 
Company is not a paity, but fulfilment of these sub- 
underwriting contracts is guaranteed by' contract No — 
above, between and the Company,’’ will be entitled 
to a high place in any future history of the English 
capital market 

2 Sub-underwriters should be approved by the Com- 
pany’s bankers 

Sub-underwritmg has become an essential part of 
issue machmery In this country, where issumg houses 
are specialized concerns not as a rule of huge financial 
resources, it is an obvious necessity that they remsure 
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a substantial part of their guarantee obligation It is 
correspondingly important to the Company that the 
sub-underwriters be responsible and able to meet their 
'^engagements If the public fail to'respond to an issue, 
the Company look^ to the Mam Underwriters in terms 
of the guarantee contract , but it knows that the Mam 
Underwriters m turn rely m large measure on the sub- 
underwnters From the first beginnmgs of sub-under- 
writmg, therefore, Companies have rightly msisted that 
sub-miderwriters must be approved, but, as we have 
seen, the almost mvariable provision in the Mam Agree- 
ment IS that they be approved by the Company itself 
We have already given the reasons for our behef that 
this IS a serious defect in current practice The respon- 
sibfiity of approving sub-underwriters should be taken 
away from the directors of the new company and given 
to the Bank named m the Prospectus 
The position of the Bank m a Prospectus has been 
a source of much misapprehqiision among mvestors 
The energies of every promoter are directed in the first 
place to secure a good "front page ” When an mvestor 
picks up a Prospectus, his attention is naturally focussed 
on the first page, and it is not too much to say that 
the success or failure of an issue largely depends on 
the nature of this page Its lay-out has been carefully 
worked out over a period of many yeais to give it the 
maximum psychological appeal The great banks are 
known and respected by everyone The name of the 
Company’s Bank is always mentioned m a prominent 
position on the front page, as a rule immediately after 
the names of the directors, and before the names of 
the sohcitors, brokers, auditors, secretary, and regis- 
trars In large bold type m the centre of the page, 
there is also a statement that " Bank, Ltd are 
authorized as Bankers to the Company to receive 
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applications for shares of each, payable as 
follows ” The mvestoi has too often assumed, on seeing 
the name of a well-known bank thus emphasized m 
the Prospectus, that'the bank in some way vouches- for' 
the issue This is not so, howevei "* The banks do not 
regard themselves as m any way responsible for an 
issue beyond seeing that the Prospectus comphes 
generally with the law, and that the issue, on 'the face 
of it, IS respectable Smce 1929, however, one or two 
of the banks have, when asked, and sometimes with- 
out being asked, made inquiries, and satisfied them- 
selves that the sub-underwriters were responsible for 
their engagements This should become general prac- 
tice The banks have unusual facilities for makmg 
mquiries It would be a simple matter of routine for 
them to verify the standing and responsibility of any 
hst of sub-underwrit«rs The majority of the sub- 
underwriters are usually strangers to the directors of 
a new company, and m any case the Board would 
place themselves m an invidious position in relation 
to the issuing house if they gave instructions that the 
references of the sub-underwriteis were to be taken up 
The great banks, however, could veiy easily make it 
a condition of their names gomg on a prospectus, that 
they must be satisfied as to the standmg of the sub- 
underwriters By so domg, they would render a. great 
public service, a service that they owe to the general 
body of investors The day it became known that the 
big banks had made this i^ile, the inclusion, for mstafice, 
m lists of sub-underwriters of men of straw for large 
blocks of shares would stop, and the whole fabric of 
underwriting would be strengthened We have, there- 
fore, suggested m Chapter VI, that the first paragraph 
proper of the Mam Underwriting Agreement should 
read — 
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For the consideration hereinafter stated and sub- 
ject as hereinafter mentioned, the Underwriters 
hereby underwrite the subscription of 
of the said shares of the Com']pany on the terms 
of the said ProSpectus, and shall lodge with the 
Bank as the Company’s Bankers, before the 
day on which the said Prospectus is first advertised, 
apphc'ation by themselves and by suh-undemnters 
approved by the said Bankers, for all the shares hereby 
underwritten, etc 

3 The Underwriting Contract should be standardized 
The problem of rmderwritmg is, in some respects, 
like one of these problems with which the psycho- 
analyst deals The cure may be effected merely by 
bringing it out into the open, by discussmg it, by 
appreciatmg its significance in th# order of our financial 
economy When the veil of secrecy that has surrounded 
it IS taken away, and its essential principles are grasped, 
it IS seen to be a simple contract There is substantial 
agreement in the underwriting practice of the best 
issumg houses and the best City sohcitors It would 
only be a tmy step further to obtain agreement on 
a standard form both of Mam Underwntmg Contract 
and of Sub-underwnting Letter In Chapters VI and 
VIII there is given a type of each that conforms to 
good practice They deal with the share issue De- 
bentures, Offers for Sale, Offers on a Reconstruction, 
and'' Offers to Shareholders used to present problems 
of their own The prmciples of such underwritmg con- 
tracts were always the same as m the ordmary share 
issue, and, smce the 1929 Act, there are few differences 
m practice Any standard forms that might be adopted 
could very easily allow for the minor variations from 
the share issue that are left 
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There never has been a more opportune moment for 
the adoption of a uniform Underwritmg Agreement 
The development of the contract along the lines of 
irrevocability, powei’ of attorney, certamty, precision, 
has perhaps reached finality The cPangers of the con- 
temporaneous development of the contracting out of 
the guarantee obligation to sub-underwriters are appre- 
ciated, and we have suffered so severely froin their 
effects that there is universal consent that the practice 
must be stopped The best issuing houses have already 
tackled the problem m their own way We suggest 
that if a few of the more promment houses called a 
conference of London issumg houses to consider the 
matter, a basis of general agreement could be reached 
without difficulty The pubhcatiop thereafter of 
standard forms of Mam Underwritmg Agreement 
and Sub-underwriting Letter would go far to allay the 
uneasiness that stiU exists m the minds of investors 
There has been a lull m the business of issumg smce 
the close of 1929 The troubles of the precedmg years 
had shaken the confidence of investors Then came 
the world crisis We are slowly emerging from the 
depression Notwithstanding our great burdens and 
our heavy losses, this coimtry has stiU very remarkable 
resources of capital, skiU, and enterprise Above all, 
its credit has been substantially mamtamed 'Confi- 
dence is begmnmg to re-establish itself, and conditions 
soon may favour another time of industrial activity 
In the post-war period <;ur capital market was fhe 
weakest link in our financial economy When the next 
boom comes we shall see how far it has strengthened 
itself m the mterim One thmg is certam The scandals 
of 1927-29 must not be allowed to recur We have 
seen that m large measure they centred round the 
collapse of the guarantee obhgation of the issuing house 
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If the guarantee supplied by underwriting is made an 
effective guarantee, the measures lately taken by the 
Legislature and the Stock Exchange to cleanse com- 
pany finance should make the next period of capital 
activity more of a 'credit to the City of London 
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